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Abstract

As stock market concentration has risen, regulatory limits on fund portfolio
concentration have become increasingly binding, especially for large-cap growth
funds. When funds approach these limits, they trim their largest holdings and
reduce equity exposure. Funds perform worse when constrained. A constraint-
based ownership measure predicts stock returns, particularly among the largest
firms. These findings suggest that high market concentration can distort stock
prices by limiting the ability of optimistic investors to scale their positions. Just
like short-sale constraints can produce overpricing by limiting pessimistic in-
vestors’ views, constraints on long positions can generate underpricing by sup-
pressing optimists’ views.

JEL classifications: G12, G14, G23, G28
Keywords: market concentration, diversification, regulation, predictability, mutual funds

*All three authors are at the University of Chicago Booth School of Business. Pastor is additionally at
the NBER and CEPR and serves as an independent director and trustee of Vanguard. The views expressed
here do not necessarily reflect those of Vanguard or its funds. We are grateful for helpful comments from Kris
Jacobs (discussant), Huaizhi Chen, Rodney Comegys, and conference participants at the 2026 Derivatives
and Asset Pricing Conference. This research was supported by the Fama-Miller Center for Research in
Finance at the University of Chicago Booth School of Business.



1. Introduction

The U.S. stock market has become highly concentrated. Figure 1 shows that between 2015
and 2024, the share of the 10 largest stocks in total market capitalization rose from 13% to
31%. Within the large-cap growth style, the top 10 stocks’ share rose even higher, from 30%
to 48%. In fact, just seven companies—the “Magnificent 7”—account for roughly one-third
of the total market capitalization of the S&P 500 Index, and over 55% of the Russell 1000
Growth Index, at the end of 2024.! As a result, many investors’ portfolios have become

highly concentrated, raising concerns about exposure to a handful of dominant firms.

Rising market concentration also makes it increasingly difficult for investment firms to
satisfy regulatory limits on portfolio concentration. Virtually all U.S. mutual funds and
exchange-traded funds (ETFs) elect to be treated as Regulated Investment Companies under
the Internal Revenue Code, which allows them to pass income through to investors without
paying entity-level taxes. To qualify for this treatment, a fund must satisfy a diversification
test commonly referred to as the “50/5/10 rule.” This statutory rule requires that at least
50% of the fund’s total assets consist of securities for which no single issuer represents more
than 5% of total assets and no more than 10% of the issuer’s voting securities. In other words,
less than half of a fund’s portfolio can be invested in large positions, as defined above.
Because most funds seek to avoid large tracking errors relative to capitalization-weighted
benchmarks, their largest positions tend to occur in the largest-capitalization stocks. The

50/5/10 rule therefore effectively constrains funds’ long positions in the largest firms.

Can long-position constraints affect stock prices? We hypothesize they can: in a concen-
trated market, the largest stocks may become temporarily underpriced if some investors are
unwilling or unable to hold them to the desired extent. For example, an active large-cap
growth fund manager optimistic about Nvidia may be reluctant to overweight it relative to
its already large benchmark weight, to reduce the risk of violating portfolio-concentration
limits. If such optimistic investors are underrepresented in aggregate demand, the stock will

be underpriced in equilibrium. We formalize this intuition in a simple model.

We analyze how the 50/5/10 regulatory constraint affects fund behavior and stock prices
in a concentrated market. After documenting that this constraint has tightened in recent
years, we show that funds adjust their portfolios to avoid breaching it, with adverse effects
on performance. A constraint-based ownership measure positively predicts stock returns,

consistent with the correction of temporary underpricing among the largest firms.

IThese seven companies include Alphabet, Amazon, Apple, Meta, Microsoft, Nvidia, and Tesla. See, for
example, Fidelity Investments (2025) and American Century Investments (2025).



We examine a sample of 4,745 U.S. domestic equity funds, whose quarterly portfolio
holdings we obtain from regulatory filings. For each fund and quarter in 2019 through 2024,
we measure proximity to breaching the 50/5/10 rule by computing the fund’s buffer as 50%
minus the sum of its large positions. A negative buffer indicates a breach, which is rare, while
a small positive buffer implies proximity to the constraint. We classify a fund as constrained

if its buffer is small-between 0 and 5%, as we explain later.

We find that the 50/5/10 constraint, historically a formality, has become increasingly
binding. Constrained fund assets rise from negligible levels in 2019Q3 to 6% of total fund
assets in 2024Q4. At the peak in 2024Q3, 171 funds are constrained, managing almost $1.4
trillion, or 8% of total assets. Most of the increase occurs in the large-cap growth category:
in 2024Q3, about one-third of these funds are constrained, managing over $1.1 trillion—half of
the category’s assets. This pattern reflects rising stock market concentration, as the largest

firms in 2024 are predominantly large-cap growth stocks.?

Do funds alter their portfolios after becoming constrained? We find they do, in two
ways. First, they rebalance away from their largest positions and toward stocks with smaller
market capitalizations. This rebalancing is stronger when the large positions are close to
the 5% threshold and exhibit higher return volatility, consistent with such positions posing
greater compliance risk. Second, constrained funds reduce their overall equity exposure,

substituting non-equity assets such as cash for large equity holdings.

Does being constrained impair fund performance? We find it does. In regressions with
fund fixed effects, large-cap growth funds perform worse when constrained. Over the full
2019-2024 sample, these funds earn significantly lower risk-adjusted returns in the five months
following the constrained quarter. In the first three months alone, the average large-cap
growth fund’s four-factor-adjusted return is 28 basis points (bps) lower. This underperfor-
mance deepens to 1.03% when estimated over the 2023-2024 period, when the constraint
was especially binding. Across all funds, the corresponding effect is 64 bps, smaller but
still significant. Funds with negative buffers underperform even more, by 96 bps (all funds)
or 1.74% (large-cap growth funds) over three months in 2023-2024. The underperformance

reflects both rebalancing away from large positions and reduced equity exposure.

These results suggest that after rebalancing away from large positions, constrained funds

forgo the high subsequent returns of those positions. We hypothesize that these returns

2Examples of funds that actually breached the 50/5/10 constraint (i.e., had negative buffers) temporarily
in 2024 include Fidelity’s $67 billion Blue Chip Growth Fund, T Rowe Price’s $63 billion Blue Chip Growth
Fund, and BlackRock’s Long-Term US Equity ETF (Financial Times, 2024). Funds that breached the
constraint have a grace period within which they must restore compliance.



reflect the correction of temporary underpricing. A stock may become underpriced when
enough funds underweight it to comply with the 50/5/10 rule, and the mispricing is later
corrected as unconstrained investors step in with a delay. This hypothesis predicts that

stocks held disproportionately by constrained funds should subsequently outperform.

To test this prediction, we compute for each stock and month a constrained ownership
share, C, defined as the fraction of the stock’s outstanding shares held as large positions by
funds with buffers below 5% (i.e., constrained and negative-buffer funds). Our prior evidence
indicates that stocks with C' > 0 are likely underweighted in some of these funds’ portfolios.
The total market capitalization of C' > 0 stocks grows from $11 trillion in 2019Q3 to $41
trillion in 2024Q4—more than 60% of aggregate market capitalization. Many large-cap

growth stocks have C' > 0; for example, Nvidia and Microsoft have C' values around 5%.

We find that C positively predicts risk-adjusted returns in the cross section of large stocks.
This predictability is marginally significant over the full sample but highly significant in the
2023-2024 period, when the 50/5/10 constraint was especially tight. During that period,
stocks with C' > 0 significantly outperform C' = 0 stocks at all horizons from 1 to 12 months.
At the 6-month horizon, for example, positive-C' stocks earn cumulative abnormal returns
2.3% higher than C' = 0 stocks. The return differential is significantly larger for high-
volatility stocks. These findings are consistent with temporary underpricing of positive-C

stocks, particularly those with greater compliance risk.

These return predictability results are based on panel regressions with time fixed effects.
To complement them, we design two trading strategies. First, we sort stocks into high-C'
(C > 0) and low-C (C' = 0) groups. The value-weighted high-C' portfolio earns annualized
four-factor alphas of 1.7% in 2019-2024 and 2.3% in 2023-2024. Second, we double-sort
stocks on C' and return volatility. The value-weighted portfolio of high-C', high-volatility
stocks earns even larger alphas, 7.9% in 2019-2024 and 11.8% in 2023-2024. These alphas are
only marginally statistically significant, given the short samples, so they must be interpreted
with caution. They are notable, however, because many high-C' stocks are among the largest
and most liquid equities, for which cross-sectional anomalies are rare. Any evidence of return
predictability among such firms warrants attention and further scrutiny, especially when they

account for a historically high share of total market capitalization.

When we separate funds into active and passive, we find that both types trim their large
positions as they approach or violate the 50/5/10 limit, and that higher volatility amplifies
the trimming. Both types also underperform when constrained, to similar degrees, but active

funds’ constrained ownership has more power to predict stock returns. This finding supports



the interpretation that portfolio concentration limits can distort stock prices by capping the

positions of active investors who are optimistic about the largest stocks.

While our main focus is the 50/5/10 rule, we also analyze a separate 75/5/10 rule that
applies to funds classified as diversified under the 1940 Investment Company Act. Although
this constraint is widely viewed as softer than the 50/5/10 rule, we show it still affects port-
folio choices. Diversified funds near the 75/5/10 limit trim large positions more aggressively
than non-diversified funds, experience modest performance drag, and generate marginally
significant return predictability. These findings suggest that even a softer diversification rule

can influence fund behavior and asset prices when market concentration is high.

We contribute to several strands of research, including work on corporate concentration.
Prior studies show that economic activity has become increasingly dominated by a small set of
“superstar” firms (Autor, Dorn, Katz, Patterson, and Van Reenen, 2020), and that corporate
concentration has risen persistently over the past century (Kwon, Ma, and Zimmermann,
2024). Yet the implications of this trend for asset prices and investment management remain
understudied. A notable exception is Jiang, Vayanos, and Zheng (2025), who examine how
market concentration interacts with the rise of passive investing. They show that flows into
passive funds disproportionately boost the valuations of the largest firms. We also study the
interplay between concentration and fund management but emphasize a different mechanism:
rising market concentration pushes both active and passive funds toward statutory portfolio-

concentration limits, restraining the valuations of the largest firms.

This paper also relates to the literature on the effects of fund regulation. Investment
companies operate under extensive statutory requirements and adjust their portfolios when
these rules change. Prior work studies fund responses to a variety of regulations.®> We
examine previously unexplored statutory requirements: the 50/5/10 and 75/5/10 constraints.
To our knowledge, we are the first to document how binding these constraints have become

and to trace their effects on fund behavior and stock prices.

A long-standing question in finance is whether restrictions on short positions affect equi-
librium asset prices. In the presence of disagreement or asymmetric information, short-

sale constraints limit the market representation of pessimistic views, leading to overpricing

3For example, Golec and Starks (2004) show that when asymmetric performance-fee schedules were
banned in 1971, affected funds altered their risk exposures. An, Huang, Lou, and Shi (2021) argue that
when leverage and short-selling limits were relaxed in the 1990s, mutual funds entered those strategy spaces.
Chakraborty, Ferracuti, Heater, and Phillips (2025) show that the SEC’s adoption of the Liquidity Rule
(Rule 22¢-4) led U.S. funds to increase their holdings of liquid assets. Joenvadrd and Kosowski (2020) find
that hedge funds subject to European UCITS regulations underperform less-regulated peers.



(Miller, 1977). This mechanism has received substantial empirical support.® In contrast,
we study restrictions on long positions. We argue that these restrictions prevent optimistic
investors from holding sufficiently large positions, precluding their bullish views from being
fully reflected in stock prices, leading to underpricing. We show that these long-position
limits bind for some of the largest stocks, whereas short-sale constraints primarily affect
small and illiquid stocks (e.g., D’Avolio (2002)).

Besides regulatory limits and short-sale constraints, mutual funds face a variety of other
investment restrictions (Almazan, Brown, Carlson, and Chapman, 2004). A prominent exam-
ple is the investment mandate. Prior studies analyze how such mandates arise endogenously
(He and Xiong, 2013) and how they affect equilibrium asset prices (e.g., Brennan (1993),
Cuoco and Kaniel (2011), Basak and Pavlova (2013), and Buffa, Vayanos, and Woolley
(2022)). However, this literature does not examine how investment restrictions interact with

market concentration or large fund positions, which are the focus of our study.

Prior studies of large fund positions include Blume and Keim (2017), who show that the
largest stocks tend to be underweighted in institutional portfolios, and Chen (2025), who
examines changes in mutual funds’ largest portfolio weights. Consistent with some of our
findings, Chen (2025) shows that active equity funds predictably trim their largest positions,
especially those approaching 5% of portfolio value, and that such trading contributes to
predictable patterns in stock returns. The main difference between Chen’s work and ours
is the statutory 50/5/10 regulatory constraint, which is absent from his analysis. A fund’s
proximity to this constraint—the fund’s buffer—is central to our empirical design. Chen’s
sample also ends in 2022, before the constraint became meaningfully binding. There are
also other differences; for example, we examine constrained funds’ performance and equity-
exposure adjustments, and we study the role of stock return volatility in both fund trading

and return predictability.

Existing literature generally interprets portfolio concentration as the outcome of active
choice. For example, Kacperczyk, Sialm, and Zheng (2005) and Choi, Fedenia, Skiba, and
Sokolyk (2017) argue that fund managers choose to hold concentrated portfolios to exploit ex-
pertise or information advantages, and Van Nieuwerburgh and Veldkamp (2010) show that
concentration emerges endogenously in a model with costly information acquisition. We

emphasize that portfolio concentration can also arise mechanically rather than by choice,

4For example, Diether, Malloy, and Scherbina (2002) show that stocks with greater disagreement—proxied
by dispersion in analysts’ earnings forecasts—earn lower future returns. Chen, Hong, and Stein (2002) mea-
sure disagreement by the breadth of mutual fund ownership and reach similar conclusions. Jones and Lamont
(2002) find that expensive-to-short stocks have high valuations and low subsequent returns, consistent with
overpricing. Daniel, Klos, and Rottke (2024) review related evidence.



simply by tracking an index that itself becomes concentrated. When funds approach regu-
latory portfolio concentration limits, even informed managers may be forced to trade away

from their best ideas, sacrificing performance and muting price discovery.

Finally, we contribute to the voluminous literature on stock return predictability by
constructing an effective predictor based on a previously unexplored regulatory constraint.
Whereas prior literature finds predictability to be concentrated primarily in small and illiquid
stocks (e.g., Green, Hand, and Zhang (2017) and Hou, Xue, and Zhang (2020)), we find

predictability among some of the largest and most liquid stocks in the market.

This paper is organized as follows. Section 2 provides the institutional background for the
50/5/10 rule. Section 3 analyzes how investment funds respond to this constraint. Section 4
studies the performance of constrained funds. Section 5 examines stock return predictability
motivated by the constraint. Section 6 compares the results for active and passive funds.

Section 7 conducts a parallel analysis for the 75/5/10 rule. Section 8 concludes.

2. Institutional background

In this section, we first review the regulatory setting that is central to our analysis. We then
use recently introduced regulatory filings to demonstrate that rising stock market concen-

tration has made compliance increasingly difficult for funds.

2.1. The 50/5/10 rule

U.S. mutual funds and ETFs qualify as Regulated Investment Companies (RICs) under
Section 851(b)(3) of the Internal Revenue Code only if they satisfy a set of diversification
requirements, commonly known as the “50/5/10 rule” or, alternatively, the “RIC diversifi-
cation test.” RIC status, established under the Revenue Act of 1936, allows funds to pass
income through to investors without paying entity-level taxes, provided they meet qualifying

organizational, income, and diversification tests.

The 50/5/10 rule requires that at least 50% of a fund’s total assets consist of securities for
which no single issuer represents more than 5% of total assets and the fund holds no more
than 10% of the issuer’s voting securities. The remaining assets are largely unrestricted,
except that no more than 25% of total assets may be invested in any single issuer or related

group. The 50/5/10 rule effectively caps funds’ large positions, particularly for funds whose



benchmarks are dominated by just a few firms.

Compliance is evaluated at the end of each fund’s taxable quarter, based on market values.
The law recognizes that valuation changes can temporarily push a fund out of compliance.
Two forms of relief apply. First, under the fluctuation-in-value exception, a fund that was
compliant at the previous testing date retains its RIC status if a breach arises solely from
price movements, provided it rebalances by the next quarter end. Second, for breaches caused
by active trading, a fund has thirty days after quarter end to cure the failure. The RIC
Modernization Act of 2010 added a further six-month backstop for inadvertent violations,
subject to remedial taxes and an IRS filing. In practice, most managers rebalance within

thirty days to avoid these costs.

In the 2019-2024 period, this hierarchy of rules implies the following: (i) valuation drifts
must be corrected by the next quarter end; (ii) small, trading-induced breaches may be
cured within six months; and (iii) material breaches are typically corrected within thirty
days. Because large breaches usually involve sizable positions in a few dominant issuers,
funds manage those exposures actively around quarter ends. Portfolio managers, compliance

officers, and tax specialists coordinate these adjustments to maintain compliance.

The 50/5/10 rule is not the only regulatory limit that governs portfolio concentration.
Under the Investment Company Act of 1940, a fund can be marketed as “diversified” only if
it satisfies a separate 75/5/10 rule: at least 75% of a fund’s total assets consist of securities
for which no single issuer represents more than 5% of total assets and the fund holds no more
than 10% of the issuer’s voting securities. In structure, this rule resembles the 50/5/10 rule
but applies to a larger share of the portfolio (75% rather than 50%). In practice, however, it
is far softer, which is why our primary focus is on the 50/5/10 rule. In Section 7, we describe

the 75/5/10 rule in more detail and examine funds’ responses to it.

2.2. Data

Our main data source is the SEC’s NPORT-P filings, which report the complete portfolio
holdings and total assets of each registered fund at the end of every fiscal quarter. These
filings coincide with funds’ taxable quarters and provide the appropriate accounting basis for
evaluating compliance with the 50/5/10 rule, as they include total assets rather than total
net assets as in CRSP. We complement these data with information from the CRSP mutual
fund and stock databases, which include fund-level characteristics such as returns, expense

ratios, and Lipper classifications, as well as stock-level variables such as returns, shares



outstanding, and industry classifications. We obtain accounting data from Compustat to
construct book-to-market ratios used in classifying firms as growth or value, and we use the

Fama—French factors from Ken French’s data library at Dartmouth.

Our sample period begins in September 2019, when NPORT-P data first become avail-
able, and ends in December 2024. The sample includes 4,745 domestic equity funds—both
mutual funds and ETF's, both active and passive funds, and only funds whose equity holdings
are between 50% and 150% of their total assets.” The sample also includes 6,807 U.S.-listed
common stocks that are ever held by these funds during the sample period; 4,440 of these
appear at the end of 2024. When we refer to a stock, we mean a firm identified by the CRSP
permanent company identifier (PERMCO); when we refer to a fund, we mean a unique SEC
series rather than a share class. We aggregate CRSP data from the security (PERMNO) to
the firm (PERMCO) level using market-capitalization weights, and we aggregate fund share

classes to the series level using CRSP-reported total net assets as weights.

2.3. Is the constraint binding?

We closely follow the regulatory definitions in Section 2.1 to assess how close funds are to
the 50/5/10 rule limit and how often the constraint binds in practice. For each fund f and
quarter t, we compute the portfolio weight of stock s as

Valuey

Weighty, = ——————
S st TotalAssetsy,

x 100, (1)

where Valuey; is the value of fund f’s holdings in stock s in quarter ¢, and TotalAssetsy,
is the fund’s total assets in that quarter. Both variables come from NPORT-P filings. We
classify a holding as a large position if it exceeds 5% of the fund’s total assets or 10% of
the issuer’s voting securities. For simplicity, we assume that each common share carries one

vote. We then measure the fund’s distance from the diversification limit as

Buffer; = 50% — Z Weightf,s,t ) (2)

s€LargePos; ,

where LargePos;, denotes the set of the fund’s large positions.® A negative buffer indicates
that the fund’s portfolio would breach the 50/5/10 rule if tested at that quarter end, while a

5In addition to the mentioned filters, we excluded four funds from our sample—Parnassus Mid Cap
Growth, Mid Cap, Endeavor, and Core Equity (SEC series: S000000852, S000000853, S000000855, and
S000000856)—as their reported held shares before September 2021 contained significant errors (e.g., held
shares exceeding twice the total shares outstanding).

6Strictly speaking, the regulatory definition evaluates the fraction of the fund’s portfolio invested in non-
large positions. We perform a mirror-image symmetric calculation, adding up large positions, because it is
simpler to process equity holdings than the holdings of bonds, cash equivalents, and derivatives.



small positive buffer signals proximity to the constraint. Throughout the analysis, we refer to
funds with buffers below 0 as negative-buffer funds and funds with buffers between 0 and 5%
as constrained funds. We set the upper bound at 5% to match the regulatory threshold for
large positions. Funds with buffers below 5% face an elevated risk of violating the 50/5/10
rule because a small increase in a single holding—from 4.99% to 5.01%, for example—can

reclassify it as a large position and make the fund non-compliant.

Figure 2 presents the cross-sectional distributions of fund buffers at year-ends of 2019
and 2024, based on the number of funds and total fund assets. The histograms show a visible
discontinuity at zero, with very few funds ever reporting Buffer;, < 0. This discontinuity is
more pronounced in 2024, when many more funds are pushed close to the limit. For example,
in 2024, 4% of funds, accounting for 6% of total fund assets, have positive buffers smaller
than 5%. We thus see that funds generally comply with the 50/5/10 rule, but the compliance
is considerably more challenging in 2024 than in 2019. There is also a visible discontinuity at
the buffer level of 25%), highlighting the relevance of the 75/5/10 rule discussed in Section 7.

The latter discontinuity is also more pronounced in 2024.

Figure 3 plots the time series of the number of constrained funds and their total assets.
The prevalence of the constraint rises gradually over the sample period, with a sharp jump in
2024. At the peak, in 2024Q3, 171 funds are constrained, representing 4.5% of all domestic
equity funds. These funds manage 8% of total fund assets, almost $1.4 trillion.

Figure 4 examines the role of the investment style, plotting the number of constrained
funds and their assets within each fund category of the 3x3 Lipper classification. We see
that the upward trend observed in Figure 3 is driven almost entirely by large-cap growth
funds. By 2024Q3, about one-third of these funds are constrained, managing more than $1.1
trillion, about half of the category’s assets. It is not a coincidence that much of the recent

rise in stock market concentration comes from the large-cap growth segment.

Figure 5 shows that large-cap growth funds account for about 80% of constrained fund
assets at the end of 2024, up from less than 5% in 2019. In contrast, sector funds account for
80% of constrained fund assets in 2019 but only 20% in 2024. For many years, the 50/5/10
rule used to be of concern primarily to niche sector funds, and very few funds were affected.
Recently, however, the rule has come to affect more funds, especially large-cap growth, which

are much larger in both numbers and assets.

Summing up, the patterns in Figures 2 through 5 indicate that the 50/5/10 rule, his-
torically a formality, has become a binding constraint for a significant share of the fund

industry. As benchmark concentration rises, maintaining compliance increasingly requires



active rebalancing away from the largest benchmark constituents. The next section examines

whether and how funds adjust their portfolios to ensure compliance.

3. How do funds respond?

We now analyze whether the 50/5/10 rule affects fund behavior. Section 3.1 studies portfolio
rebalancing across individual holdings, while Section 3.2 analyzes adjustments in overall
equity exposure. Together, the evidence shows that funds with near-zero buffers tend to

limit the weights of their largest positions and reduce their aggregate equity exposure.

3.1. Stock substitution

To examine whether funds adjust their portfolios in response to the 50/5/10 constraints, we
begin by studying rebalancing at the level of individual holdings. The rule treats positions
above 5% as “large” and the regulatory buffer is determined by their aggregate weight
(equation (2)). Constrained funds therefore have strong incentives to trim large positions,

especially those near the 5% threshold, to remain in compliance.

We start with nonparametric evidence. Figure 6 plots three distributions of fund-level
portfolio weights around the 5% cutoff, pooled across all quarters in our sample. We also
report kernel density estimates on either side of the 5% cutoff (McCrary, 2008). The dis-
tributions correspond to negative-buffer funds (Panel A), constrained funds (Panel B), and
unconstrained funds (Panel C). The weight pattern for unconstrained funds is smooth, re-
flecting the underlying firm-size distribution, with only a small discontinuity around 5%,
likely due to compliance with the 75/5/10 rule (Section 7). In contrast, constrained funds
display pronounced bunching just below 5%, consistent with active management of position
sizes around the regulatory threshold. The weight density begins to decline already around
the 4.9% mark, suggesting preemptive rebalancing.” Negative-buffer funds exhibit a dif-
ferent pattern, with an elevated frequency of positions just above 5%, reflecting how these
funds have obtained negative buffers. Overall, these results suggest that the 50/5/10 rule

incentivizes funds to keep their positions below the 5% threshold.

Funds tend to rebalance away from large positions. Figure 7 plots the directional changes

in large positions from one quarter to the next for the same three categories of funds. All

"The McCrary (2008) density test indicates a statistically significant discontinuity in the distribution of
portfolio weights around the 4.9% threshold (Figure A.1).

10



funds are more likely to decrease than increase their large positions. While 59% of con-
strained funds reduce their portfolio weights in large positions, only 41% increase them. The
proportions are very similar for negative-buffer funds, but the wedge is smaller for uncon-

strained funds, 55% of which reduce large-position weights while 45% increase them.

To test whether near-zero-buffer funds reduce their large positions more aggressively than

unconstrained funds, we estimate the following regression in the fund—stock—quarter panel:
: w> 0<B w>
AWeight; 1y = fo+ 1Dy + BaD7r0 + BsDi57<° + Bu(DY 37 x DES)
+ B5(D}5" x DY) + €fpans (3)

where AWeight, , ; is the change in fund f’s weight in stock s from fiscal quarter ¢ to
t + 1. The D variables are all 0/1 dummies: D;ﬁ?ﬁ = 1 if fund f holds 5% or more in stock
s in quarter ¢, Dﬁfo = 1 if fund f’s buffer from equation (2) is negative in quarter ¢, and
the remaining indicators are defined analogously. The interaction coefficient [, captures the
incremental reduction in large positions by negative-buffer funds relative to unconstrained

funds, and (5 similarly compares constrained to unconstrained funds.

When estimating regression (3), and throughout Section 3.1, we restrict the sample to
stocks in the top 50% of the market-capitalization distribution each quarter. Large positions
are observed almost exclusively among these stocks: 98.4% of observations with D}’fo =1
correspond to stocks with above-median market caps. Including smaller stocks would there-
fore add many observations with no variation in the key indicators, increasing unnecessary

noise in the estimates. We also exclude stocks with prices below $5.

Table 1 reports the estimates. The coefficient 3, is negative and significant, indicating
that funds reduce large positions, on average. More importantly, both interaction terms,
B4 and (s, are negative and significant, implying that constrained and negative-buffer funds
trim large positions more aggressively than unconstrained funds. The average reduction for
large positions is about 12 bps per quarter, rising to more than 20 bps when a fund is near the
50/5/10 limit. These patterns appear both in the full sample and in the more concentrated
2023-2024 subperiod.

Fund buffers may be correlated with unobserved fund characteristics, such as invest-
ment style or the propensity to hold concentrated industry positions (Kacperczyk, Sialm,
and Zheng, 2005). Furthermore, stock-level dynamics could affect both funds’ buffers and
their rebalancing decisions. To mitigate the concern that our results could reflect latent
heterogeneity rather than regulatory pressure, we estimate specifications of equation (3) in-
creasingly saturated with fixed effects. For example, fund-by-quarter fixed effects absorb

all time-varying fund characteristics, including flows, style shifts, and overall risk exposure,

11



while stock-by-quarter fixed effects absorb all stock-level shocks. Including these fixed effects
leaves the estimates largely unchanged (see Table 1), indicating that it is the proximity to

the 50/5/10 limit that drives the observed trimming of large positions.

Accordingly, we identify the effect of the tightness of the 50/5/10 constraint on fund
rebalancing by exploiting within-fund, within-stock variation. Our identifying assumption is
that, conditional on stock-by-quarter and fund-by-quarter fixed effects, changes in the large
positions of funds with different buffers reflect only regulatory pressure. This assumption
seems plausible because, after absorbing fund- and stock-level shocks, it is unclear what

forces other than regulatory pressure would lead these funds to rebalance differently.

Because funds may window-dress around quarter-ends, reported buffers may reflect not
only the tightness of the 50/5/10 constraint but also trading intended to improve reported
positions. This is relevant for the interpretation of Table 1 because our baseline design uses
the observed quarter-end buffer to proxy for regulatory pressure. If a fund actively trades
to improve its reported buffers before quarter-ends, those buffers partly reflect the fund’s
response to the constraint. To address this concern, we instrument observed buffers with
“no-trade buffers” constructed from lagged holdings and passive returns. Even though the
IV estimates are somewhat less precise, they remain very similar to the baseline results,
suggesting that our findings are not substantially affected by window-dressing. We report

this analysis in Appendix A.3.%

To shed more light on the outcomes implied by the estimates in Table 1, Figure 8 plots the
predicted change in weight across initial weight buckets for all fund groups, using the speci-
fication with stock-by-quarter and fund fixed effects. Two patterns emerge: (i) rebalancing
intensifies sharply with initial position size, and (ii) constrained and negative-buffer funds
reduce positions above 5% more aggressively than unconstrained funds, while trimming less

in the 4% 5% bucket, in line with the evidence from Figure 6.

The negative ; estimates suggest that even unconstrained fund managers dislike con-
centrated holdings, consistent with an incentive to limit exposure to idiosyncratic risk. If
this motive matters, trimming should be stronger for more volatile stocks. To test this hy-

pothesis, we define Volatility,, as the standard deviation of daily returns for stock s in the

8We also construct a leave-one-out version of the no-trade buffer that excludes stock s when measuring
fund f’s distance to the 50/5/10 threshold. The concern is that a rise in stock s’s price can tighten the
fund’s no-trade buffer and at the same time make the stock more likely to be trimmed for reasons unrelated
to the regulation. The leave-one-out construction removes this link by excluding the focal stock from the
instrument, so that the identifying variation comes from the rest of the portfolio. The resulting estimates
are very similar to those reported in Appendix A.3.

12



corresponding fiscal quarter ¢t and estimate the panel regression

AWeight, ;.1 = 70 + 71 Weight, . , + 2 Volatility ,
+ 73(Weight, , , x Volatility, ;) + ¢ s 41 - (4)

Table 2 shows that volatility amplifies trimming: a one-percentage-point larger position
in a zero-volatility stock predicts a 2-3 bps weight reduction next quarter, and moving from
the 25th to the 75th percentile of volatility increases this reduction by roughly 1 bp. These

results are consistent with funds choosing to limit exposure to idiosyncratic risk.

As noted in the introduction, Chen (2025) examines changes in funds’ largest portfolio
weights, and some of our findings overlap with his. His evidence aligns with our Figures
6 and 7, although he compares diversified and non-diversified funds, whereas we compare
funds with different buffers relative to the 50/5/10 rule. In Table 1, the negative estimates
of 4 from equation (3) are unsurprising given his results showing that funds tend to reduce
their largest positions. By contrast, the negative estimates of 84 and (5, which capture
interactions with fund buffers and represent the core of our analysis, are new. Likewise, in
Table 2, the negative estimates of y; from equation (4) are consistent with his findings, but
the negative 3 estimates, which capture interactions with volatility, are novel. The results

in our remaining tables and figures are also complementary to Chen (2025).

Our results show that funds close to the 50/5/10 limit tend to rebalance their large
positions more aggressively. However, individual large positions differ in how much they

contribute to the limit. This heterogeneity is driven primarily by two factors.

First, positions right above the 5% regulatory threshold have the highest marginal con-
tribution to the buffer: a small trim can remove them from the set of large positions entirely.
For example, consider a fund holding 20% in Nvidia and 5.1% in Meta. Reducing the Meta
position by only 0.2 percentage points—bringing it to 4.9%—eliminates Meta from the large-
position set, increasing the fund’s buffer by 5.1 percentage points. Achieving the same buffer
improvement via Nvidia would require reducing that position by more than a quarter, to
14.9%. Thus, positions just above the 5% threshold, which we refer to as marginal large

positions, have outsized importance for funds managing regulatory compliance.

Second, volatility amplifies the importance of marginal large positions. For a volatile
stock, the end-of-quarter weight is more uncertain, raising the risk that it drifts above
5% and pushes the fund (further) into non-compliance. This uncertainty strengthens the

incentive to trim volatile marginal large positions preemptively.
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To examine the effects of volatility and marginality of large positions, we estimate the
following regression separately for constrained and negative-buffer funds:
AWeight; .,y = 8o + 61 (D} 5" x Volatility, ) + 62(D75} <% x Volatility, ,)

+ 63(ch§?/<5 x Volatility, ,) + @D}EG + 55D§§3V<6 + 66D;%§;V<5

+ d7Volatility, ; + 175 41- (5)

The dummy variables are defined analogously to those in equation (3); for example, chﬂv@ =

1 if fund f’s weight in stock s is between 5% and 6% in quarter ¢. The intercept dy captures

the average rebalancing of zero-volatility positions with weight below 4%.

Table 3 shows that volatility matters most precisely where our argument suggests: for
constrained funds, the interaction terms are largest for marginal large positions with weights
between 5% and 6% (d2 < 0), indicating that these funds disproportionately trim volatile
positions just above the regulatory threshold. We find similar results for funds with negative
buffers, especially in the 2023-2024 sample which includes more funds of this type. Volatility
has a weaker but still noticeable effect for positions in the 4%-5% bucket (d3 < 0), consistent
with funds preemptively limiting positions that could drift above 5%.

Figure 9 illustrates the predicted rebalancing behavior across initial position sizes and
volatility percentiles for funds with different regulatory buffers. The predicted values are
constructed from specification (5) augmented with the same buffer interactions as in specifi-
cation (3) and estimated in the full sample of funds. The figure shows that return volatility
steepens rebalancing just above the 5% threshold for constrained funds (Panels C and D),
as well as for negative-buffer funds, although the latter effect appears only in 2023-2024
(Panel B), when negative-buffer funds are more prevalent. For unconstrained funds, no
comparable change in rebalancing behavior is visible around the 5% threshold (Panels E
and F). Consistent with Table 2, unconstrained funds disproportionately trim large volatile

positions, presumably to limit idiosyncratic risk.

Results thus far indicate that constrained funds tend to reduce weights in their large
positions, more so for volatile stocks. In the absence of flows, a fund could reduce its weight
in large positions by selling shares held or by using cash to purchase other securities. With
inflows, the same reduction may be achieved via a relatively larger investment in other
securities, so the large positions may increase in size as long as the rest of the portfolio
grows even more. Funds may be reluctant to sell shares outright to avoid triggering capital

gains tax liabilities as well as short-term negative price pressure.

To understand how funds achieve lower weights on large positions, we study changes in
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share holdings. First, we consider trade direction, which we define as

1, if ASharesy ;11 >0,
TradeDirectiong ;441 = ¢ 0,  if ASharess ;11 =0, (6)
—1, if ASharess ;41 <0,

where the percentage change in shares held is computed as

Sharesy ;41 — Sharesy g,

ASharesy ;41 (%) = 2 x 100, (7)

X
Sharesy 41 + Sharesy s ;

picking up both trade direction and trade size. Sharess,; denotes the number of shares
held by fund f in stock s in fiscal quarter ¢, adjusted for stock splits and dividends (using
CFACSHR from CRSP). We compute the change in shares following the approach of Davis

and Haltiwanger (1992), which avoids asymmetry and outlier issues caused by small bases.

TradeDirection seems well suited for studying the effects of the 50/5/10 rule on fund rebal-
ancing for the following reasons. First, the required amount of rebalancing (size of AWeight)
depends on the actual portfolio composition, and funds may be able to restore compliance
by using even smaller weight changes than observed in rebalancing of unconstrained funds.
Second, detecting those small changes in a sample dominated by unconstrained funds is
statistically challenging. Since TradeDirection picks up propensity to trade in a certain

direction rather than the size of adjustments, it alleviates both of these concerns.

Using TradeDirection as a dependent variable in regressions (3) and (5), we find that
constrained and negative-buffer funds are less likely to increase, and more likely to decrease,
large positions compared to unconstrained funds: the interaction coefficients between the
buffer dummies and the weight-above-5% dummy are negative and significant. For funds
close to the 50/5/10 limit, interaction with volatility has a negative sign but is often in-

significant, suggesting that these funds tend to limit all large positions. See Appendix A.4.2.

We also use AShares as the dependent variable to study the intensive margin of position
adjustments. With the largest set of fixed effects, funds sell large positions on average, re-
ducing them by about 1%. The additional reduction for negative-buffer funds is larger in
magnitude but only marginally significant, and the evidence is mixed overall. This makes
sense: we expect the results to be weaker for AShares than for AWeight because the regu-
lations constrain weights, not shares. Funds experiencing inflows can reduce large weights
without selling. Furthermore, funds can delay trading to see whether noncompliant weights
adjust through price movements alone. For example, if a fund must reduce a 5.1% weight
below 5% and price movements alone could move the weight to either 5.3% or 4.9%, the

fund will sell only in the former case, while no trade is needed in the latter.
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When funds reduce their weight on large positions to stay compliant with the 50/5/10
rule, what do they put more weight on? To explore such portfolio substitution, we assess
the market capitalization of increased positions. For each constrained fund and quarter,
we calculate the average market cap of the fund’s large positions whose portfolio weights
decrease in quarter ¢t + 1, as well as that of stocks whose weights increase. The results,
plotted in Figure 10, show that when constrained funds decrease weights in large positions,
they tend to increase weights in smaller stocks. The substitution patterns are very similar for
value-weighted rather than equal-weighted averages of market capitalization, for negative-
buffer funds rather than constrained funds, and for changes in shares rather than weights
(see Appendix A.2).

In summary, constrained funds tend to reduce portfolio weights in large positions to stay
compliant with the 50/5/10 rule. They also reduce weights in marginal large positions with
larger return volatility, which are more likely to bring the fund into non-compliance. Weight
reductions do not necessarily come from sales, as funds with inflows may choose to invest
in other securities. Indeed, weight reductions for large positions tend to be accompanied by
weight increases for smaller-cap stocks. Next, we explore an alternative compliance margin:

changes in the overall equity exposure of constrained funds.

3.2. Equity exposure changes

Because compliance with the 50/5/10 rule is assessed using total fund assets, funds can
restore compliance not only by reallocating within equities but also by adjusting their overall
equity exposure. This channel is particularly relevant when funds experience net inflows, as
is the case on average in our sample. To study how funds near the 50/5/10 limit adjust

equity exposure, we estimate the regression
AYfiir1 = Po + B Dﬁfo + B2 D?§B<5 +Ere, (8)

where AY} ;11 is the change in fund f’s equity exposure from quarter ¢ to t+1. We consider
two types of changes in equity exposure. The observed change, AEE;; ,;;1, captures the
total change in the fraction of fund assets allocated to stocks, including both rebalancing
and valuation effects. The implied active change, Active-AEE,_,;11, removes the valuation
effects and captures the implied active rebalancing from stocks to other assets such as cash
and its equivalents. We define both variables in more detail in Appendix A.5. Finally, the
two dummy variables are equal to one if Buffery, is in the corresponding range and zero

otherwise. We estimate specifications with and without fund and quarter fixed effects to
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assess whether the results are driven by market conditions or funds’ styles or mandates.” We
also include controls for time-varying fund characteristics, namely, fund size, net fund flows,

gross fund return, and fund return volatility, all measured over the previous quarter.

Table 4 reports the results. Funds with small positive buffers reduce equity exposure
significantly, and those with negative buffers do so even more. Relative to other funds in the
same quarter, funds with negative buffers lower their equity exposure by 78 bps, while those
with small positive buffers reduce it by 30 bps. When we include both fund and quarter fixed
effects, the magnitudes increase substantially: negative buffers correspond to a 1.7 percentage
point reduction in equity exposure, and small positive buffers to a 0.7 percentage point
reduction. These effects are economically meaningful given that the median equity fund
in our sample invests about 93% of its total assets in equities and that the cross-sectional
standard deviation of equity-exposure changes is only 3.5%. Including fund and quarter fixed
effects strengthens the estimates, while controlling for fund characteristics has little effect.
These results suggest that it is the proximity to the 50/5/10 limit that drives the observed

changes in equity exposure, rather than broad market conditions or fund characteristics.

Since the reported quarter-end buffers may reflect window-dressing in addition to the
tightness of the 50/5/10 constraint, we again instrument observed buffers with no-trade
buffers, as in Section 3.1. As we report in Appendix A.3, the second-stage estimates are less

precise, but their magnitudes are similar to those in Table 4.

Table 4 also shows that more than 80% of the observed change in equity exposure is
due to active rebalancing rather than valuation drift.! Funds whose buffers tighten or turn
negative seem to manage compliance with the 50/5/10 rule not only by stock rebalancing
but also by lowering their aggregate stock holdings. While this strategy helps funds meet

regulatory limits, it may affect subsequent performance, a possibility we examine next.

4. Fund performance

In this section, we examine whether proximity to the 50/5/10 constraint affects fund per-

formance. In Section 4.1, we assess the performance impact using realized fund returns. We

9Recall that in the prior tables we include fund-by-quarter fixed effects. These are not suitable here
because the observations in equation (8) are at fund-quarter level, not fund-stock-quarter level as before.

100ur conclusions are robust to an alternative measure of Active-AEE f.t—t+1, Which assumes that funds
rebalance to the end-of-quarter holdings at the start, rather than the end, of quarter ¢t + 1. We also find
that accounting for equity exposure through derivative and ETF positions does not meaningfully move our
estimates. Appendix A.6 describes these alternative approaches and reports the corresponding results.
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find that funds underperform after approaching or breaching the constraint. In Section 4.2,
we use counterfactual portfolio returns to examine the sources of the performance drag. We
find that both “cure” strategies used to restore compliance, rebalancing away from large

positions and reductions in total equity exposure, contribute to the underperformance.

4.1. Realized returns

To compute funds’ risk-adjusted returns, we first estimate their four-factor model (Carhart
(1997)) loadings, using monthly data from January 2019 to June 2025:

GrossRety; — Ryy = o™ + BFRIMKTRF, + 8 51,5SMB; + 8§57, HML
+ 85 Ehup UMD, + €5F* )

where GrossRety, is fund f’s monthly gross return in month ¢, computed as net return plus
the scaled expense ratio. Ry, is the risk-free rate. MKTREF; is the excess market return.

SMB;, HML;, and UMD, denote the size, value, and momentum factor returns, respectively.

For each month t, we construct the cumulative risk-adjusted return for fund f over the
horizon [t+1,t+h|, for h up to 12 months, as

t+h
Ret(FF4),,,, = > (af™ + el (10)

T=t+1

We then estimate the following panel regression:
Ret(FF4),, , = 60+ 0. D70 + 0. D557 + y5 + @pin (11)

where 7 denotes fund fixed effects, which absorb time-invariant differences in performance
across funds (i.e., &;"*). The estimates of d; and d, reveal how a given fund performs when
its buffer is close to zero relative to its own performance when its buffer exceeds 5%. We run
this regression for all funds as well as for large-cap growth funds, for which the concentration

limits became the most binding during our sample period, as discussed earlier.

Table 5 reports the results for large-cap growth funds. Constrained funds deliver signif-
icantly lower risk-adjusted returns following the quarter when they hit the constraint. For
example, in the three months after a fund becomes constrained, its FF4-adjusted return falls
by 28 bps. The performance drag is even more pronounced—1.03%—in 2023-2024, when
concentration levels surged and more funds approached the regulatory limit. These effects
persist for up to twelve months after the constraint binds. Negative-buffer funds underper-
form even more—by 1.74%—in 2023-2024, but their full-sample underperformance is smaller

and insignificant, likely because there were few negative-buffer funds before 2023.
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The effect of constraints on fund performance is robust across fund samples and esti-
mation approaches. Using CAPM-adjusted returns yields even larger underperformance.
The underperformance also increases when we reestimate regression (11) with weighted least
squares using funds’ lagged total assets, especially in 2023-2024, indicating that our results
are not driven by small funds. When we expand the sample to include all funds (rather
than only large-cap growth), the underperformance of constrained and negative-buffer funds
remains strong and statistically significant in 2023-2024 at horizons of three to nine months,

though it is otherwise insignificant. See Appendix A.7 for details.

Overall, funds underperform after reaching the 50/5/10 constraints. These results suggest
that the actions managers take to preserve compliance, such as reducing large positions and

equity exposure, generate a measurable performance drag.

4.2. Counterfactual portfolio returns

We next explore the sources of underperformance for constrained and negative-buffer funds.
Lacking performance-attribution data, we rely on a counterfactual exercise based on re-
ported holdings and portfolio adjustments documented in Section 3. To assess how these
adjustments affect returns, we construct counterfactual portfolios that do not rebalance large
positions or equity exposure. Specifically, we create three portfolios that approximate what
fund holdings would have been absent the 50/5/10 rule. We then compare their realized per-
formance with that of the implied fund portfolio, which reflects the actual post-adjustment
holdings. Across specifications, the counterfactual portfolios outperform the implied portfo-

lios, indicating a measurable performance drag from compliance-driven rebalancing.

The implied fund portfolio is constructed by deflating reported holdings to remove the
effects of realized returns between t and t+1. The implied weight of stock s in fund f at

time ¢ is IoliedVal
N mpliedValue
et = (12
o ImpliedTA ;,
where
: Valueysi+1
ImphedValueﬁS’t = W (13)
TotalAsset
ImpliedTA ,, = -t Bfthl (14)
1 + Rf,t—>t+1
hprt=t*1 is a holding period return on stock s over quarter ¢ + 1, and R?‘;ﬂt 41 18 a gross

return on fund f over quarter ¢+ 1. This setup assumes that the fund rebalances immediately

19



after fiscal quarter ¢ and then holds its portfolio constant until ¢+1, so that passive growth

from stock returns matches the fund’s reported holdings at t+1.

The first counterfactual is the constant-exposure portfolio, which isolates the contribution
of changes in total equity exposure. Within each fund, we keep the relative weights across
stocks fixed and rescale the overall equity exposure to match the fund’s actual exposure at

time ¢:
implied
constant-exposure __ st .
Wiy = S Trplied EquityExposure; ,, (15)
JESy (implied) ™ f,5,t

where Sy (implied) is the set of stocks in the implied portfolio and EquityExposure;, =

ZSESf’t Valuey  ;
TotalAssetsy ¢

and constant-exposure portfolios captures the performance effect of adjusting total equity

, as defined in Appendix A.5. The difference in returns between the implied

exposure while keeping the within-equity portfolio weights unchanged.

The second counterfactual is the large-rebalanced portfolio, which isolates the effect of
rebalancing large positions across stocks. While funds may alter both their equity exposure
and specific holdings, this portfolio holds equity exposure and non—large positions fixed:
(16)

Wi st =

implied if si t 1 it
large-rebalanced wf7s7t , 1I $ 1S ot a large position,
Wt if s is a large position,

where Wy, equals the previously reported Weight , . , reweighted across large positions (i.e.,
portfolio weights above 5%) so that the total equity exposure of the large-rebalanced portfolio
matches that of the implied portfolio. The return difference between the implied and large-

rebalanced portfolios isolates the effect of rebalancing large positions.

For each fund f and quarter ¢, the return of any portfolio is computed as

portfolio portfolio t—t+1 . portfolio
Rf,t—>t+1 = Wesr - hpr + |1 Wy st “Tfs (17)
seslfaortfolio (t) sesl;ortfolio (t)

where w?f;fzfono is the stock’s portfolio weight, S}’mfono(t) is the set of held stocks, and ry is

the risk-free rate over the same period.

To further assess economic significance, we translate return differences into dollar im-

pacts. For any two portfolios A and B, the dollar impact of their return differential is

Impacty, ;.1 = (R?,Htﬂ — Rf, ;1) x TotalAssetsy,. (18)

Table 6 reports the estimated average performance drag associated with equity-exposure

and large-position adjustments. The implied portfolios of constrained funds underperform

20



the counterfactual portfolios, indicating that compliance-induced rebalancing contributes
negatively to fund returns. Had they maintained constant equity exposure, constrained
funds would have earned 8.2 bps higher annualized returns, worth $411 million in aggre-
gate, in 2023-2024. Adjustments within large positions impose an even larger cost: by not
rebalancing positions with portfolio weights above 5%, funds would have saved 26 bps, or
$1.51 billion. For negative-buffer funds, the patterns are similar, but the aggregate dollar

impact is smaller given the small number of actual breaches.

These are counterfactuals, so they can only suggest that the “cure” strategies documented
in Section 3 put downward pressure on fund returns. Funds’ actual returns reflect also
trading costs, intra-quarter rebalancing, and any countermeasures that fund managers may
take. We therefore do not expect our estimates in this section to match the magnitudes of

the constrained fund realized underperformance from Section 4.1.1!

In sum, the counterfactual portfolio analysis suggests that constrained funds’ compliance
actions, reductions of weights in large positions and equity exposure, can lower subsequent
fund returns. These effects are economically significant, concentrated in 2023-2024, and

consistent with the patterns observed in realized fund performance.

5. Stock return predictability

In this section, we explore whether funds’ rebalancing away from large positions, documented
in Section 3.1, has any pricing effects. We hypothesize that this rebalancing temporarily
depresses the prices of stocks commonly held in large positions, and that these stocks earn
high future returns as this underpricing corrects. In Section 5.1, we design a metric that
measures the fraction of a stock’s outstanding shares held in large positions by low-buffer
funds. Section 5.2 demonstrates that this metric positively predicts risk-adjusted returns in
the cross-section of stocks, consistent with our hypothesis. Section 5.3 constructs a trading
strategy that exploits this predictability and earns abnormal returns. Section 5.4 describes

a theoretical model that helps us interpret the evidence.

HTn Table 6, we consider funds of all investment styles rather than only large-cap growth. Results for
large-cap growth funds are weaker statistically but otherwise similar, except that equity-exposure adjustment
contributes more than large-position adjustment to the performance drag. See Appendix A.7.
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5.1. Constrained ownership share

To evaluate the stock-level pricing implications of the 50/5/10 rule, we construct a measure

of constrained ownership share, Cs,, for each stock s and month ¢:

>y Ztr:t—z Sharesyr - Dy
Shares Outstanding ,

O, (%) = % 100, (19)

where Dy, = D?Sslf/ x D7 and Sharesy, » are defined right after equation (7). We use

the C' values from each of the three most recent months (¢, t—1, and t—2) to account for
differences in fiscal quarter-ends across funds. For each fund, we use only the latest holdings

report available within this three-month window.

The value of C' measures the fraction of a stock’s outstanding shares held by funds with
sub-5% buffers (i.e., constrained and negative-buffer funds) that hold large positions in this
stock. A higher C' indicates that a larger portion of the stock is owned by funds that are
likely to reduce those positions or to have done so recently (Section 3.1). Consequently, C
may proxy for the degree to which the stock is underpriced due to the aggregate underweight
of the funds whose portfolios are close to the 50/5/10 limit.

Figure 11 plots the time series of the number and aggregate market capitalization of
stocks with positive constrained ownership shares. The vast majority of stocks have C' = 0.
For a stock to have C' > 0, the stock must comprise more than 5% of the portfolio of at
least one constrained or negative-buffer fund, which is rare. Nonetheless, the prevalence of
stocks with C' > 0 has increased over time. The number of C' > 0 stocks has grown from 93
in 2019Q3 to 269 in 2024Q4. While these 269 stocks represent only 8% of all stocks, their
total market capitalization is $41 trillion—over 60% of the entire U.S. equity market.

The positive values of C tend to be relatively small: most of them are below 1%, according
to Figure 11. Nevertheless, stocks with C' > 1% account for almost 30% of total U.S. market
capitalization at the end of our sample, and some stocks’ C' values are as high as 5.3%
(Nvidia) and 4.7% (Microsoft). Moreover, C' is essentially a lower bound for constrained
ownership, for three reasons. First, we use all shares outstanding in the denominator of
equation (19), but any limits to float make the effective constrained ownership share higher.
Second, stocks whose weights are below the regulatory threshold but close to it, such as 4.9%,
must be on the fund manager’s radar, as they can quickly make the fund non-compliant.
Third, we define C' based on funds with sub-5% buffers, yet some funds with buffers above
5% can be constrained as well (e.g., by the 75/5/10 rule). These margins are non-trivial: if
we redefine large positions as weights above 4% and treat funds with buffers below 10% as
constrained, the market share of stocks with C' > 0 rises to 78% in 2024Q4 and over 36%
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of the market have C' > 1%. For all these reasons, C' understates the true size of ownership
constrained by the 50/5/10 rule.

Figure 12 shows which stocks are most affected by rising constrained ownership. For
each quarter and across the 3x3 style classifications, we report the number and total market
cap of stocks with C' > 0. The concentration of constrained ownership is highest among
large-cap growth stocks, followed by large-cap neutral and large-cap value. Within large-cap
growth, constrained ownership expanded rapidly in 2023-2024, reaching $30 trillion—more
than three quarters of the segment’s total market cap—Dby year-end 2024. Figure 13 presents
the quarterly distribution of constrained stocks across styles and isolates the “Magnificent 7.”
This figure confirms that large-cap growth stocks, and primarily these seven, account for the

largest share of the market cap within the constrained segment.

These patterns indicate that the 50/5/10 rule constrains the ownership of a growing share
of market capitalization, including some of the largest companies. Do these constraints affect

stock prices? That is the question we turn to next.

5.2. Predicting individual stock returns

In this section, we examine whether constrained ownership share predicts cross-sectional
differences in stock returns. The underlying mechanism is intuitive: when constrained funds
must avoid expanding their large positions, they collectively underweight the corresponding
stocks relative to their desired positions. This underweight is likely to be larger for more

volatile stocks, which pose greater compliance risk and exhibit more idiosyncratic risk.

We estimate two panel regressions:

Ret(FF4)s1n = BHighCsy + Yern + €sp4n (20)
Ret(FFA)sivn = m HighCsy 4+ n2 High Vols, +ns High Csy x High Vol
+ Aith + Qs tth - (21)

For stock s and horizon ¢ + h, Ret(FF4),., denotes the cumulative return adjusted for
market, size, value, and momentum factors (Carhart (1997)). We consider horizons up to
12 months, with details reported in Appendix A.8. HighC,; is an indicator for stocks
with positive constrained ownership shares; stocks with C; = 0 form the omitted low-C
group. We compute volatility as the standard deviation of daily stock returns over months
t—2,t—1, and t, and HighVols; as an indicator for stocks with above-median volatility in
month ¢. Therefore, coefficients 7; through 73 in equation (21) compare the returns of the

corresponding portfolios with the return of a low-C', below-median-volatility portfolio.
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When estimating regressions (20) and (21), and also in the rest of Section 5, we again
remove low-priced stocks and restrict the sample to stocks with above-median market capi-
talization in each month. The purpose of the latter restriction is to reduce the noise in the
estimation. It is very rare for a stock with below-median market cap to have C' > 0, and
sample stocks with C' = 0 are simply adding noise. For example, among all stocks with
C > 0, 95% have above-median market caps. Moreover, stocks with above-median market

caps account for 97.6% of the total market cap.

Table 7 reports the results. Stocks with positive constrained ownership exhibit higher
risk-adjusted returns. The coefficient on High C' is positive and significant, especially in
2023-2024: stocks with C' > 0 earn three-month cumulative abnormal returns 1.1% higher
than those of stocks with C' = 0. The return differential persists up to 12 months and is

stronger among high-volatility stocks, consistent with their larger underweighting.

Both constrained and negative-buffer funds contribute to the constrained ownership
share, and we find that even their individual ownership shares (i.e., Cs;’s computed based on
DY5P<5 and DFF° rather than DPS°) predict stock returns. The only difference is that re-
turn volatility matters less for the predictive ability of negative-buffer fund ownership shares,
consistent with our results in Section 3.1. Finally, the predictive ability of C' is not confined
to funds’ propensity to trim large positions in general (see Table 1), as the results are robust
to controlling for a large-weight indicator. Instead, whether the fund holding the stock in a

large position is constrained is key for detecting predictability. See Appendix A.9.

Our findings are consistent with the mechanism discussed in Section 3.1, whereby funds
with low buffers tend to underweight large positions—especially in stocks with high volatil-
ity—leading to undervaluation and subsequent high returns on those stocks. Given the short
sample period, these results are only suggestive, yet they are striking in that the stocks af-
fected by the constraints are among the largest stocks in the market, for which traditional
cross-sectional anomalies are rarely observed. For example, the “Magnificent 77 stocks are
frequently sorted into the group with High C = 1 and High Vol = 1, as Nvidia, Tesla, Meta,

and Amazon all appear in it over multiple quarters.

5.3. Trading strategy

We next construct trading strategies that exploit the return predictability associated with
constrained ownership. At the end of each month ¢, we sort stocks into the same two groups
based on C,;: a High-C group with C' > 0 and a Low-C' group with C' = 0. We form
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value-weighted portfolios for each group and hold them for one year. Even though stocks
with C' > 0 are not numerous, the High-C portfolio contains 382 stocks, on average. We
assess portfolio performance using the four-factor model of Carhart (1997), with daily factor

returns downloaded from Ken French’s website.

Table 8 reports annualized alphas for each portfolio. The alphas of the High-C portfolio
are positive, 1.7% in 2019-2024 and 2.3% in 2023-2024, with marginal statistical significance
(the corresponding t-statistics are 1.9 and 2.3). The alphas of the Low-C' portfolio are

negative in both periods and not significantly different from zero.

Given that high-volatility stocks with C' > 0 exhibit the strongest return predictability
in Section 5.2, we further sort by volatility. At the end of each month, we independently
sort stocks into two groups by volatility (above and below the median) and into the two C

groups defined above, producing 2 x 2 value-weighted portfolios, each held for one year.

Table 8 also presents annualized alphas for these double-sorted portfolios. The pat-
tern is consistent with the predictability results in Section 5.2: portfolios composed of
stocks with positive C' and above-median volatility deliver large positive alphas. Specifi-
cally, the High-C'-High-Volatility portfolio earns the alphas of 7.9% in 2019-2024 and 11.8%
in 2023-2024. These alphas are economically large but only marginally statistically signifi-
cant (the t-statistics are 1.8 and 2.0, respectively), which is not surprising, given the short
sample period. All other portfolios in this double sort have negative alpha estimates that

are not statistically different from zero.

The above investment strategies shed light on the economic magnitude of the return
predictability associated with constrained ownership. Those strategies’ returns may not be
achievable in practice, though, because the C' values are computed off funds’ portfolio hold-
ings that are typically available only with a lag. The regulatory reporting lag for NPORT-P
filings is two months. To construct feasible trading strategies, we repeat the analysis using
lagged constrained-ownership measures, sorting stocks on their previous quarter’s C' values
rather than current ones. The resulting strategies continue to earn positive alphas whose
magnitudes are similar to those based on contemporaneous C'. For example, the High-C' port-
folio’s alphas are 1.7% in 2019-2024 and 2.2% in 2023-2024, and the High-C-High-Volatility
portfolio’s alphas are 9.7% in 2019-2024 and 10.9% in 2023-2024, with marginal significance
(all four alphas are significant at the 90% level but only two are significant at the 95%
level; see Appendix A.10). These strategies are unlikely subject to large trading costs be-
cause High-C' stocks are among the most liquid securities in the market. Overall, the return

predictability associated with constrained ownership seems economically exploitable.
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5.4. Model

To help interpret the evidence, we build a simple asset pricing model with heterogeneous
beliefs and a portfolio constraint capping long positions. The model features two types of
investors, optimists and pessimists, who have different expectations of asset payoffs. We
solve the model analytically and derive two propositions. First, when the constraint binds,
assets favored by optimists are underpriced in equilibrium as pessimists become marginal
price setters. The second proposition contains four comparative statics: the underpricing is
larger when the constraint is tighter, when the constrained asset is in greater supply, when
the asset’s payoff is more volatile, and when disagreement between optimists and pessimists

is larger. We present the intuition and all the other details in the Appendix A.1.

The first proposition helps us understand why stocks held disproportionately by con-
strained funds earn higher average returns. The second proposition explains why return
predictability is stronger both in the 2023-2024 period, in which the 50/5/10 constraint was
tighter, and for more volatile stocks. It also helps us understand the evidence in the next
section that predictability is stronger when the constrained funds are active rather than

passive (as disagreement matters less for passive funds).

The purpose of the model is to clarify the economic mechanism behind our predictability
evidence: long-side portfolio constraints can depress asset prices by limiting the influence
of optimistic investors’ views. The mechanism is a mirror image of that of Miller (1977),
who explains how overpricing arises when short-sale constraints prevent pessimists from
participating fully in the market. In Miller’s argument, prices are set by optimistic investors
because pessimists are excluded from holding negative positions. Here, by contrast, prices

are set by pessimists when optimists face binding constraints on long positions.

While our model is similar to Miller’s verbal framework, there are some important dif-
ferences. Unlike Miller, who studies frictional constraints on short selling that exclude pes-
simists from the market, we study regulatory constraints on long positions that handicap
optimists’ views. These long-side constraints are hard and pervasive among institutional
investors, whereas short-sale constraints tend to be softer and affecting a different set of in-
vestors. Moreover, while short-sale constraints are more likely to bind for small and illiquid

stocks, our long-side constraints tend to bind for large, widely held stocks.
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6. Active versus passive funds

In this section, we explore whether funds respond differently to the 50/5/10 constraint
depending on whether they are actively or passively managed. Since passive funds track an
index, their response depends on whether the index itself is constrained; if so, they may be
more affected than active funds, which can tolerate larger tracking errors. If the index is
unconstrained, however, active funds may be more affected, especially those optimistic about
their largest positions, as the constraint could limit the size of those positions. Whether

active or passive funds are more constrained is therefore an empirical question.

We proceed in four steps. Section 6.1 examines the concentration of funds’ benchmark
indexes, including the extent to which the indexes themselves are constrained by the 50/5/10
rule. Section 6.2 studies whether constrained active and passive funds exhibit differences in
portfolio rebalancing or adjustments in equity exposure. Section 6.3 analyzes the perfor-
mance of constrained active and passive funds. Section 6.4 explores return predictability by

measures of constrained ownership computed from either active or passive fund holdings.

6.1. Index concentration

First, we assess the tightness of the 50/5/10 constraint from the perspective of the bench-
mark indexes. We approximate index weights for four leading U.S. equity indexes using ETF
holdings data from ETF Global. We consider two broad-market indexes, the CRSP Total
Market (corresponding ETF: VTI) and the S&P 500 (SPY), and two large-cap growth in-
dexes, the Russell 1000 Growth (IWF) and the S&P 500 Growth (SPYG). We also examine
several sector indexes and the corresponding SPDR ETF's, such as Communication Services
(XLC), Consumer Discretionary (XLY), and Technology (XLK). For each index, we compute
its buffer daily as in equation (2), subtracting from 50% the sum of all index weights that

exceed 5%, and average daily buffers within each month.!?

Figure 14 plots the monthly time series of index buffers from 2012 to 2024. The buffers
differ markedly across indexes, at three levels. First, both broad-market indexes maintain
comfortable buffers. Until 2020, these indexes were completely unconstrained, with buffers
at the maximum value of 50% (implying that no stock exceeded 5% of total market cap).
Since then, their buffers have fallen to about 30% in 2024, consistent with the rise in market

concentration shown in Figure 1. Even so, a 30% buffer is far from binding, indicating that

12When computing index buffers, we disregard the 50/5/10 rule’s 10% voting-securities provision, which
is irrelevant for the index itself (though it could be relevant for a large index fund).
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broad-market index funds remain effectively unconstrained by the 50/5/10 rule.

Second, both large-cap growth indexes have much tighter buffers, falling from above 40%
in the mid-2010s to below 10% in 2024, again consistent with Figure 1. While most large-
cap growth index funds remain unconstrained, funds tracking narrower, more concentrated

variants could face constraints, as could many active large-cap growth funds.

Third, sector index buffers are even tighter, typically below 20%, with many hovering just
above zero throughout the sample period. This pattern aligns with our earlier observation
that sector funds have historically been the most constrained under the 50/5/10 rule (see
Figure 5). Several sector buffers even dip below zero at times, indicating temporary breaches,
most notably in Communication Services and Technology, where mega-cap stocks such as
the Magnificent 7 carry heavy weights. Sector buffers may turn negative even more often
than our ETF-based approximations suggest, as ETF managers can tolerate small tracking
deviations to keep reported portfolios compliant with the rule. Sector funds tend to be
smaller than large-cap growth funds, making their constraints less price-relevant, but they

can still matter, given how tight their buffers are.

The dynamics of index buffers reflect mechanical changes in index concentration, not fund
managers’ beliefs. Overall, Figure 14 shows that rising market concentration is tightening
the 50/5/10 constraints for both large-cap growth and sector benchmarks, independent of

active fund trading decisions.

6.2. How do funds respond?

We next examine whether active and passive funds differ in how they adjust their portfolios
when their buffers are low. To do so, we estimate panel regressions analogous to those in
Section 3 separately for active and passive funds. We classify funds using the CRSP mutual
fund database, defining a fund as passive if the CRSP index-fund flag is ever nonblank during

our sample period, and active otherwise.

We find that both active and passive funds significantly trim large positions, and that
higher stock volatility intensifies this trimming. Passive funds rebalance more preemptively:
for constrained funds, the marginal effects are larger and more significant among passive
funds. Constrained active funds also rebalance preemptively, but primarily for highly volatile
marginal large positions, where trimming is most effective. Negative-buffer active funds
engage in particularly significant trimming of both volatile marginal large positions and

total equity exposure in 2023-2024. Overall, the adjustment patterns are broadly similar

28



across active and passive funds. See Appendices A.11 and A.12 for details.

6.3. Fund performance

Next, we evaluate whether approaching the 50/5/10 limit affects fund performance differently
for active versus passive funds. Using the same performance evaluation framework as in
Section 4, we estimate risk-adjusted return differences separately for the two groups and
conduct a counterfactual portfolio return decomposition. As before, we focus primarily on

large-cap growth funds when analyzing realized performance.

We find that both active and passive funds experience similar and economically mean-
ingful underperformance when constrained. However, the sources of this underperformance
differ. For active funds, the counterfactual portfolio analysis suggests that both reduced
equity exposure and rebalancing away from large positions contribute to the performance
loss, especially in 2023-2024. For passive funds, most of the underperformance stems from
trimming large positions rather than adjusting equity exposure. See Appendices A.11 and
A.12 for details.

6.4. Stock return predictability

Finally, we analyze return predictability separately for active and passive funds, following
Section 5. We construct constrained-ownership measures based on the holdings of active or
passive funds with near-zero buffers. Specifically, we define C' as in equation (19), replacing
D75? with either DPS° x D¢t or DPS° x D'#%, where D" and Df¢* are 0/1 indicators
of whether fund f is active or passive, respectively. We then estimate predictive regressions
(20) and (21) using this redefined C.

We find substantially stronger predictability for active funds. C' constructed from active-
fund holdings generally predicts returns a bit more strongly than C' based on all funds’
holdings, whereas the opposite holds for C' constructed from passive-fund holdings. For
active-fund C, the § estimates from regression (20) are close to those in Table 7, while the
73 estimates from regression (21) are larger and more statistically significant, especially in
2023-2024. In contrast, for passive-fund C', the estimates of § and n3 are typically smaller
and weaker statistically. See Appendices A.11 and A.12.

In sum, the 50/5/10 rule seems to affect both active and passive funds. Index-buffer

dynamics show that benchmark composition alone is increasingly pushing funds toward reg-
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ulatory limits. All funds trim large positions, though passive funds do so more preemptively,
and both types underperform when constrained. Constrained-ownership measures based on
active-fund holdings have greater power to predict stock returns, consistent with temporary
underpricing driven by optimistic active funds that are unable to scale their largest positions

because of the constraint. These findings reinforce our main results.

7. Diversification under the 1940 Act

In this section, we examine how constraints implied by a different regulatory rule—75/5/10,
which applies to funds classified as diversified—manifest in the data. Our analysis parallels
that of the 50/5/10 rule. After describing the 75/5/10 rule and assessing how often it binds
(Section 7.1), we study whether diversified funds adjust their portfolios as they approach
the limit (Section 7.2), then analyze fund performance (Section 7.3) and stock return pre-
dictability (Section 7.4). Our findings resemble those for the 50/5/10 rule, though they are
somewhat weaker. Although the 75/5/10 rule is softer than the 50/5/10 rule, it affects fund

behavior and performance in similar ways, generating some return predictability.

7.1. The 75/5/10 rule

The Investment Company Act of 1940 classifies funds as “diversified” or “non-diversified”
based on a 75/5/10 test. A fund may market itself as diversified if at least 75% of its total
assets are invested in securities for which no single issuer exceeds 5% of assets and the fund
holds no more than 10% of the issuer’s voting securities. This requirement closely resembles
the 50/5/10 rule, except that the concentration limits apply to 75% rather than 50% of

portfolio assets. Funds classified as non-diversified may exceed these limits.

Although conceptually similar to the 50/5/10 rule, the 75/5/10 rule is less binding, for
three reasons. First, broadly diversified index funds and ETFs are effectively unconstrained
because in 2019, the SEC issued a no-action letter allowing them to exceed the 75/5/10 limits
when necessary to replicate an index, provided they make appropriate disclosures. This relief
does not extend to funds tracking narrow-based indices, such as sector or thematic indices,
which are inherently concentrated. Second, funds may elect to operate as non-diversified
companies with shareholder approval, thereby opting out of the 40-Act diversification re-
quirement entirely. Third, while a fund cannot avoid breaching the 50/5/10 rule by creating

synthetic exposure using derivatives such as total return swaps, such instruments may, un-
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der certain circumstances, help prevent breaches of the 75/5/10 rule.'® For these reasons,
industry practice treats the 75/5/10 rule as substantially less restrictive than the 50/5/10
rule. Nonetheless, even the former rule could in principle induce portfolio adjustments for

funds seeking to maintain diversified status.

We classify funds as diversified or not using the “Diversification Status” variable in
the SEC’s N-CEN filings. Because these filings are annual, we do not observe intra-year
status changes, so some classifications may be stale. Despite this limitation, the N-CEN flag

consistently distinguishes funds subject to the 75/5/10 rule from those opting out.

To assess how binding the 75/5/10 rule is in practice, we compute fund buffers as before,
following equation (2). However, we measure a fund’s distance from the 25% buffer threshold
rather than from 0%, since a 25% buffer is the effective limit under the 75/5/10 rule.

Recall that Figure 2 displays the cross-sectional distribution of fund buffers across all
funds. Figures 15 and 16 are its counterparts, showing the same distributions for the subsets

of diversified and non-diversified funds, respectively.

Figure 15 closely resembles Figure 2, except for a sharper discontinuity at the 25% buffer
level—the two plots look similar for buffers above 25% but differ below that threshold.
This pattern is expected, as diversified funds must generally maintain buffers above 25%, as
explained earlier. Diversified funds also display substantial mass in the [25, 30)% region of the
buffer distribution, indicating that many are close to exhausting the allowable concentration.
This is especially true at the end of our sample, when the [25,30)% region contains more
than $3 trillion in assets under management, including most S&P 500 index funds (recall
from Figure 14 that the S&P 500’s buffer fell just below 30% in 2024). Many diversified
funds are therefore likely to feel constrained by the 75/5/10 rule.

In contrast, non-diversified funds are exempt from this rule, and Figure 16 looks very
different from Figure 15. Non-diversified funds show no bunching around 25%; most maintain
buffers below that level. Instead, they display considerable mass in the [0, 5)% buffer region,
in line with the binding 50/5/10 rule.

13Neither rule explicitly addresses derivatives, but industry practice generally interprets the 50/5/10 test
as based on economic exposure, while the 75/5/10 test may be satisfied based on legal ownership or control.
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7.2. How do funds respond?

We next examine whether diversified funds reduce large positions when their buffers are
close to 25%. We augment equation (3) with triple interactions involving indicators for a

diversified fund (D?;"), large position (D} "), and buffer ranges of [20,25)% and [25, 30)%:

AWeight;,in = Bo+ 0D} + BDP + B DR + BDYEP< + 55 (DI x DPY)
+85 (DRI x DIP<%) 4 g7 (DR x DFEP=)
_'_58 (va'[;%ﬁg) % D?'25§3<25) + 69 (DWZE) % D‘gtw % D§3§B<25)

f7s7t
w B w i B
+610 (Df,s,ztg) X D;iﬁ <30) + /811 (Df,sis X D}?zv X Dj%ig <30) + 5f,s,t+1-(22)

The buffer ranges are inspired by our prior definitions of negative-buffer and constrained
funds, except that in the sub-25% range, we exclude buffers below 20% to avoid confounding
effects from near-zero buffers, where the 50/5/10 rule is more relevant. The triple-interaction
coefficients 9 and (317 indicate whether diversified funds are more likely than non-diversified
funds to rebalance away from large positions as their buffers approach 25%. As before, we

exclude stocks with prices below $5 and stocks with below-median market caps.

Table 9 reports the results. Across all ten specifications (five sets of fixed effects and
two time periods), the estimates of both 9 and f;; are always negative, though not always
statistically significant. These estimates indicate that diversified funds with buffers near 25%
trim large positions more aggressively than non-diversified funds. In fact, non-diversified
funds trim large positions less when their buffers are in the [20,25)% range, as indicated
by the significantly positive estimates of (5. Notably, the point estimates are such that
By ~ —fs, as if among funds with buffers in [20,25)%, diversified funds were selling their
large positions to non-diversified funds. Finally, although rising market concentration pushed
more funds toward the 75/5/10 limit in 2023-2024 (Figure 15), the effects are not markedly
stronger in that period, likely because the 75/5/10 rule is a softer constraint. For example,
recall that in 2024, most of the assets in the [25, 30)% buffer range were managed by S&P 500

index funds, which can readily obtain exemptions from the 75/5/10 rule, as noted earlier.

7.3. Fund performance

Do funds underperform as they approach the 75/5/10 limit? To answer this question, we
estimate regressions of FF4-adjusted returns on buffer dummies, following Section 4. Specif-
ically, we estimate regression (11), replacing the original buffer ranges with the more relevant
[20,25)% and [25,30)%. We exclude from the sample funds with buffers below 20%, again
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to avoid confounding effects from near-zero buffers. We run the regressions separately for

diversified and non-diversified funds, since only the former are subject to the 75/5/10 rule.

We find significant underperformance among diversified funds after their buffers fall in
the [25,30)% range, but only in 2023-2024 and only at horizons of 5 to 12 months. The
corresponding performance drag is economically meaningful, ranging from 40 bps at 5 months
to 1.05% at 12 months, but overall, the results are weaker than those for the 50/5/10 rule.
For non-diversified funds, we find no performance differences around the 75/5/10 limit, as

expected, since the limit does not apply to them. See Appendix A.13 for details.

7.4. Stock return predictability

Finally, we test whether underweighting by diversified funds near the 75/5/10 limit generates
stock-level return predictability. We construct a constrained ownership measure based on
the holdings of diversified funds with buffers in the [20,30)% range and estimate predictive
regressions analogous to those in Section 5. Specifically, we define C' as in equation (19),

replacing D= by DT=7<% x DPI" and estimate regressions (20) and (21).

We find return predictability patterns that are similar in direction and magnitude to those
based on the 50/5/10 rule, but weaker statistically. The § estimates from regression (20)
are close to those from Table 7 over the full sample, but are smaller and only marginally
significant in 2023-2024. The 73 estimates from regression (21) are also similar in the full
period but mostly insignificant in 2023-2024. The trading strategy that buys high-C' stocks
earns positive alphas that are larger in magnitude but less significant than those in Table 8§,
while the strategy targeting high-C, high-volatility stocks performs slightly better, with
annualized alphas of 10.2% (t = 2.04) in the full period and 14.6% (¢ = 2.07) in 2023-2024.
See Appendix A.13 for details. These results must be interpreted cautiously given the short
sample and the use of annual N-CEN filings, but they provide suggestive evidence that even

40-Act diversification limits can transmit to stock prices.

8. Conclusion

When the stock market is highly concentrated, portfolio-concentration limits affect both fund
behavior and stock prices. Our analysis centers on the long-standing 50/5/10 regulatory
constraint, which limits concentration in U.S. fund portfolios. Once largely a formality, this

constraint has become binding for a growing share of fund assets, especially in the large-cap
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growth category. To remain compliant, funds rebalance away from their largest positions,

particularly those with highly volatile returns, and reduce their equity exposure.

If enough funds restrict their largest holdings to avoid breaching the constraint, these
stocks may become underpriced and later outperform as the mispricing corrects. Consistent
with this mechanism, which we formalize in a simple model, stocks held disproportionately
in large positions by constrained funds earn abnormally high future returns. This effect is
stronger (i) in 2023-2024, when the 50/5/10 limit was especially tight; (ii) for high-volatility
stocks, which pose greater compliance risk; and (iii) when the constrained funds are active
rather than passive—all consistent with the model. Our finding that funds underperform

after becoming constrained also supports this mechanism.

As the regulatory constraint became meaningfully binding only recently, our sample pe-
riod is short and our findings should be interpreted with caution. They are nonetheless
notable for revealing return predictability among mega-cap stocks, where market anomalies
are rarely observed. Our findings are consistent with these stocks being temporarily un-
derpriced in 2023-2024 as the 50/5/10 constraint tightened. We find similar, though a bit
weaker, patterns for diversified funds subject to a separate 75/5/10 rule. Our suggestive

evidence of regulation distorting market valuations merits further study.

Our findings have broader implications for the interplay among market concentration,
portfolio regulation, and benchmark design. As a few mega-cap firms increasingly dominate
the market, the 50/5/10 constraint effectively caps institutional ownership of these firms,
creating persistent underweights relative to some funds’ desired positions. If these trends
continue, the tension will intensify, raising questions about whether current diversification
thresholds remain suitable for today’s market structure. A reassessment of regulatory limits
or benchmark construction may be needed to ensure that diversification rules continue to

protect investors without inadvertently impairing market efficiency.
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Figure 1. Stock market concentration: Share of top 10 stocks. This figure plots
quarterly market concentration from 2015Q1 to 2024Q4. The solid line depicts the mar-
ket—capitalization share of the ten largest stocks in the entire market, where “all stocks”
comprise all common shares in the CRSP universe. The dashed line depicts the mar-
ket—capitalization share of the ten largest stocks within the large—cap growth segment. A
stock is classified as large—cap growth if, in a given year, its market equity exceeds the 70th
NYSE percentile, and its book—to—market ratio is below or equal to the 30th NYSE percentile.
The construction of book—to—market ratio follows the methodology in Fama and French (1992).
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Figure 2. Distribution of buffers across funds. This figure shows the distribution of
buffers across funds. Bars (left axis) depict the number of funds or total assets (in trillions
of USD) within each 5% buffer interval from —30% to 45%, and lines (right axis) show their
corresponding shares among all funds. Panels A and B plot fund counts and their shares for
2019Q4 and 2024Q4. Panels C and D plot total assets and their shares. In 2019Q4, among 3,191
funds, 64.5% had buffers of at least 45%, and 64.0% had buffers exactly equal to 50%. These
funds accounted for 67.8% and 56.6% of total assets ($10 trillion), respectively. In 2024Q4,
among 3,737 funds, 50.5% had buffers of at least 45%, and 50.3% had buffers exactly equal to
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50%. These funds represented 29.4% and 27.5% of total assets ($18 trillion), respectively.
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Panel A: Number of constrained funds
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Panel B: Total assets of constrained funds
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Figure 3. Constrained funds. This figure reports the time-series variation in the number
and total assets of funds whose buffers fall within the interval [0,5%). Panel A plots, for each
quarter t, the number of such funds (bars, left axis) and their fraction of all funds (line, right
axis). Panel B plots, for each quarter ¢, the total assets of these funds (bars, left axis) and their
fraction of total fund assets (line, right axis).
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Figure 4. Constrained funds by investment style. This figure reports, for each quarter
t and each Lipper classification, the number and total assets of funds whose buffers fall within
the interval [0,5%). Panel A plots the number of such funds (bars, left axis) and their fraction
within the corresponding classification (line, right axis). Panel B plots the total assets of these
funds (bars, left axis) and their fraction of total assets within the corresponding classification

1904 9004 91 QA 9204 930k HAQA

(line, right axis).
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Panel A: By number of funds
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Panel B: By total assets ($ billion)
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Figure 5. Shares of constrained funds by investment style. This figure reports con-
strained funds, which we define as funds with 0 < Buffer < 5%, across Lipper classifications.
Panel A displays the quarterly fraction of constrained funds by number of funds, and places
the total number of constrained funds above each bar. Panel B displays the quarterly fraction
of constrained funds by total assets, and places the total assets of constrained funds in billions
of dollars above each bar.
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Panel A: Buffer < 0
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Figure 6. Bunching in funds’ portfolio weights. This figure plots McCrary (2008) density
estimates for 2019-2024 fund-stock-quarter observations. Circles denote histogram bins, solid
lines show smooth densities, and dashed lines represent 95% confidence intervals. Panels A, B,
and C correspond to funds with Buffer < 0, 0 < Buffer < 5%, and 5% < Buffer, respectively.
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Panel A: Buffer < 0
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Figure 7. Changes in funds’ large positions. The figure plots, for funds’ large positions
(Weight ., > 5%), the proportion of cases in which portfolio weights increase or decrease in
fiscal quarter t 4+ 1. We separately analyze funds with buffers below zero, those with buffers in
the interval [0, 5%), and those with buffers at or above 5%.
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Panel A: 2019-2024
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Figure 8. Predicted rebalancing by position size and regulatory buffer. This figure
shows predicted changes in portfolio weights as a function of current position size, separately
by regulatory buffer category. Predictions are obtained from the regression specification in
Table 1 with stock-by-quarter and fund fixed effects. Panel A uses data from 2019-2024, and
Panel B focuses on 2023-2024. The sample is restricted to stocks in the top half of the market
capitalization distribution.
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Figure 9. Predicted rebalancing by position size, stock volatility, and fund buffer.
This figure illustrates the predicted rebalancing behavior across initial position sizes and volatil-
ity percentiles for funds with different regulatory buffers. The predicted values are constructed
from specification (5) augmented with the same buffer interactions as in specification (3) and
estimated in the full sample of funds with stock-by-quarter and fund fixed effects. Panels A-B
use estimates for funds with negative buffers, Panels C-D for buffers between 0 and 5%, and
Panels E-F for buffers above 5%. Volatility is measured as the standard deviation of daily

stock returns within the fiscal quarter. The sample is restricted to stocks in the top half of the
market capitalization distribution.
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Figure 10. Constrained funds’ rebalancing to smaller-cap stocks. This figure plots, for
each constrained fund f and quarter ¢, the average market capitalization (log of millions USD)
of large positions whose weights decrease (x-axis) versus the average market capitalization of
positions whose weights increase (y-axis). Each point represents a fund-quarter observation.
We define constrained funds as those with Buffer;, in the interval [0,5%) and large positions
as holdings with Weight, ., > 5%.
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Panel A: Number of stocks with C > 0 and C > 1%
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Figure 11. Stocks with positive constrained ownership shares. This figure plots, for the
last month of each quarter, the number and market capitalization (in trillions of USD) of stocks
with positive constrained ownership. Panel A shows the number of stocks with C5; > 0 and
Cs+ > 1% among all stocks in that month (bars, left axis) and their fraction (lines, right axis),
where C,; denotes the constrained ownership share. Panel B shows the market capitalization
of stocks with C5; > 0 and Cs; > 1% (bars, left axis) and their fraction of total market
capitalization (lines, right axis).
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Panel A: Number of stocks with C > 0
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Figure 12. Stocks with positive constrained ownership shares, by investment style.
This figure plots, for the last month of each quarter and for each stock classification, the number
and market capitalization (in billions of USD) of stocks with positive constrained ownership.
Panel A shows the number of stocks with Cs; > 0 (bars, left axis) and their fraction within
each classification (lines, right axis), where C;; denotes the constrained ownership share. Panel
B shows the market capitalization of stocks with Cs; > 0 (bars, left axis) and their fraction

within each classification (lines, right axis).
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Panel A: By number of stocks
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Figure 13. Shares of stocks with positive constrained ownership shares, by invest-
ment style. This figure shows the distribution of stocks with positive constrained ownership
(Cst > 0) across classifications. In Panel A, we calculate the fraction based on the number of
stocks and display the total number of stocks with Cs; > 0 on top of each bar. In Panel B, we
calculate the fraction based on market capitalization (in trillions USD) and display the total
market capitalization of stocks with Cs; > 0 on top of each bar. We separate the Magnificent
7 stocks from the large-cap growth category (i.e., ‘Large-Cap Growth’ excludes the Mag 7).
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Panel A: Broad market indexes
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Figure 14. Buffers for major U.S. equity indexes. This figure reports monthly buffers of
U.S. equity indexes, which are computed by averaging daily values based on ETF constituent
holding weights from ETF Global. Panel A shows four broad market indexes using the fol-
lowing ETF holdings: S&P 500 (corresponding ETF: SPY), CRSP total market (VTI), S&P
500 growth (SPYG), and Russell 1000 growth (IWF). Panel B shows sector indexes using the
holdings of the Select Sector SPDR ETFs: technology (XLK), health care (XLV), financials
(XLF), consumer discretionary (XLY), communication services (XLC), industrials (XLI), con-
sumer staples (XLP), energy (XLE), utilities (XLU), and materials (XLB). The buffer is defined
as 50% minus the sum of portfolio weights in large positions (with weight at or above 5%). Hor-
izontal lines at 0% and 25% mark the 50/5/10 and 75/5/10 rules thresholds, respectively.
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Panel A: 2019Q4. Number of funds.
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Figure 15. Distribution of buffers across diversified funds.
distribution of buffers across diversified funds. Bars (left axis) depict the number of funds or
total assets (in trillions of USD) within each 5% buffer interval from —30% to 45%, and lines
(right axis) show their corresponding shares among all diversified funds. Panels A and B plot
fund counts and their shares, while Panels C and D plot total assets and their shares for 2019Q4

and 2024Q4.
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Panel A: 2019Q4. Number of funds. Panel B: 2024Q4. Number of funds.
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Figure 16. Distribution of buffers across non-diversified funds. This figure shows the
distribution of buffers across non-diversified funds. Bars (left axis) depict the number of funds
or total assets (in trillions of USD) within each 5% buffer interval from —30% to 45%, and lines
(right axis) show their corresponding shares among all non-diversified funds. Panels A and B
plot fund counts and their shares, while Panels C and D plot total assets and their shares for
2019Q4 and 2024Q4.
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Table 1
Changes in funds’ large positions

This table presents coefficients from OLS regressions of
AWeight s o411 = fo+B1D} 5 +B2DF 0+ 83 D55+ Ba( DY 3% DF£0) 455 (DY 5 x i3 <) e

The weight indicator, D", is based on Weight .5t (%). Buffer indicators, DB, are based on
Buffery; (%). The regression sample includes stocks with prices above $5 and, within each fiscal
quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard

errors are clustered at the stock level, and t-statistics are reported in parentheses. ***, ** and *
denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.
Panel A: 2019-2024
5<W x Buffer<0 -0.080%* -0.081°** -0.052* -0.082%** -0.076%**
(-2.14) (-2.16) (-1.96) (-3.35) (-2.77)
5<W x 0<Buffer<5 -0.080** -0.081** -0.052%** -0.055*** -0.051**
(-2.10) (-2.12) (-2.28) (-2.71) (-2.28)
5<W -0.124%%%* -0.124%%%* -0.165%** -0.148%** -0.142%%*
(-4.41) (-4.40) (-8.69) (-9.44) (-8.98)

. QxStock + QxStock +
Fixed Effects No Q QxStock Fund QxFund
Adjusted R-squared 0.0029 0.0033 0.1275 0.1610 0.2054
Observations 11,513,919 11,513,919 11,513,919 11,513,919 11,513,919

Panel B: 2023-2024
5<W x Buffer<0 -0.076** -0.077** -0.052%** -0.093*** -0.083***
(-2.10) (-2.12) (-1.97) (-3.71) (-3.03)
5<W x 0<Buffer<b -0.073* -0.074* -0.059%* -0.061°** -0.058%*
(-1.76) (-1.77) (-2.16) (-2.38) (-2.12)
5<W -0.108%*** -0.108%*** -0.151%** -0.131%** -0.126%**
(-5.42) (-5.39) (-10.08) (-9.67) (-9.25)

. QxStock + QxStock +
Fixed Effects No Q Q xStock Fund QxFund
Adjusted R-squared 0.0027 0.0030 0.1329 0.1739 0.2113
Observations 4,354,870 4,354,870 4,354,870 4,354,870 4,354,870
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Table 2
Changes in funds’ positions and volatility

This table presents coefficients from OLS regressions of
AWeight; ;11 = 70 + v1Weight s , , + v2Volatility, , + v3(Weight s , , x Volatility, ;) + ¢y, s i41-

We define Volatility,, (%) as the standard deviation of daily returns within the corresponding
fiscal quarter. The regression sample includes stocks with prices above $5 and, within each fiscal
quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard
errors are clustered at the stock level, and t-statistics are reported in parentheses. ***, ** and *

denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.

Panel A: 2019-2024

Weight -0.016%** -0.016%** -0.026*** -0.032%** -0.025%**
(-2.96) (-2.90) (-8.59) (-7.06) (-5.69)

Weight x Volatility — -0.009%*** -0.009*** -0.009%** -0.008*** -0.010%**
(-4.19) (-4.14) (-8.71) (-7.47) (-7.26)

. QxStock +  QxStock +
Fixed Effects No Q Q% Stock Fund QxFund
Adjusted R-squared 0.0236 0.0241 0.1534 0.1752 0.2181
Observations 11,513,919 11,513,919 11,513,919 11,513,919 11,513,919

Panel B: 2023-2024
Weight -0.024%%* -0.024%%* -0.021%%* -0.025%** -0.023%**
(-2.72) (-2.72) (-4.71) (-5.87) (-5.54)
Weight x Volatility -0.004 -0.003 -0.012%** -0.010%** -0.010%**
(-0.59) (-0.58) (-4.41) (-3.56) (-3.59)

. QxStock +  QxStock +
Fixed Effects No Q QxStock Fund QxFund
Adjusted R-squared 0.0191 0.0194 0.1580 0.1858 0.2219
Observations 4,354,870 4,354,870 4,354,870 4,354,870 4,354,870
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Table 3
Changes in constrained and negative-buffer funds’ positions and volatility

This table reports coefficients from OLS regressions run separately for funds with Buffer;; < 0 and 0 < Buffer;, < 5%:

AWeight; _ .,y = o + 61(D} 50 x Volatility, ,) + 62(D}5" <° x Volatility, ,) + 63(D}5" <* x Volatility, ,)

n 54D}/I;,2t6 + 55D?§7Vtv<6 + 56Djf§’tv<5 + 07 Volatility, , + nf s e41-

Weight indicators, D, are based on Weight .5, (%). Volatility , (%) is the standard deviation of daily returns within fiscal quarter ¢. The sample includes
stocks with prices above $5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard errors are

kokk ko

clustered at the stock level, with t-statistics reported in parentheses. , **, and * denote significance at 1%, 5%, and 10% levels. Q denotes fiscal quarter.

Buffer < 0 0 < Buffer < 5%

Panel A: 2019-2024

6<W x Volatility -0.057#%* -0.057** -0.091%** -0.075%* -0.063* 0.009 0.010 -0.040%* -0.027 -0.039*
(-2.62) (-2.51) (-2.91) (-2.36) (-1.87) (0.35) (0.37) (-1.76) (-1.24) (-1.81)
5<W<6 x Volatility -0.025 -0.026 -0.043 -0.030 -0.015 -0.073%** -0.074%** -0.095%** -0.089%** -0.083***
(-1.12) (-1.15) (-1.35) (-0.84) (-0.42) (-4.17) (-4.18) (-3.62) (-3.23) (-2.71)
4<W<5 x Volatility -0.021 -0.022 -0.028 -0.005 0.002 -0.035%** -0.034%** -0.048%** -0.039%** -0.039**
(-1.08) (-1.12) (-1.09) (-0.19) (0.06) (-2.85) (-2.73) (-3.14) (-2.58) (-2.46)
Fixed Effects No Q QxStock stltlzilk + QS i?jﬁ d+ No Q QxStock Qxlitlifik + QS i?jlll( d+
Adjusted R-squared 0.0319 0.0363 0.4572 0.4805 0.5234 0.0263 0.0278 0.3537 0.3783 0.4055
Observations 21,679 21,679 21,679 21,679 21,679 80,317 80,317 80,317 80,317 80,317
Panel B: 2023-2024
6<W x Volatility 0.025 0.026 -0.076 -0.058 -0.067 0.091%** 0.091%** -0.052 -0.035 -0.037
(0.73) (0.75) (-1.64) (-1.25) (-1.49) (2.85) (2.87) (-1.39) (-1.00) (-1.04)
5<W<6 x Volatility -0.114%* -0.114%* -0.121%** -0.105** -0.114%* -0.112%** -0.112%** -0.129%** -0.119%* -0.116**
(-2.13) (-2.15) (-2.60) (-2.28) (-2.51) (-3.17) (-3.18) (-2.60) (-2.29) (-2.16)
4<W<5 x Volatility -0.023 -0.022 -0.050 -0.059%* -0.067*+* -0.031 -0.031 -0.044%* -0.040%* -0.048**
(-0.64) (-0.61) (-1.38) (-1.72) (-1.99) (-1.15) (-1.16) (-1.96) (-1.72) (-2.13)
Fixed Effects No Q QxStock Qxlitliilk + QS S?;Ilf d+ No Q QxStock Qxlitl(rfik + Q(g ii;fllj d+
Adjusted R-squared 0.0278 0.0304 0.4656 0.4982 0.5169 0.0247 0.0254 0.3324 0.3619 0.3806

Observations 12,272 12,272 12,272 12,272 12,272 54,542 54,542 54,542 54,542 54,542
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Table 4
Changes in funds’ equity exposure

This table reports estimates from regressions relating a fund’s buffer, Buffer;, to changes in equity exposure. AEE;; ,;;1 denotes the change
in fund f’s equity exposure between fiscal quarters ¢ and ¢ + 1. Active-AEEf; ;11 isolates the component of this change attributable to active
portfolio rebalancing, after netting out passive changes driven by stock returns. The indicator foo equals one if Buffery; < 0 and zero

otherwise; D%B@ is defined analogously. Control variables, measured at quarter ¢ for each fund, include the log of the total net assets, the log
of return standard deviation, net flow, and gross return. Standard errors are clustered by fiscal quarter and fund, and t¢-statistics are reported
in parentheses. ***, ** and * denote statistical significance at the 1%, 5%, and 10% levels. Q denotes fiscal quarter.

) )

AEE (%) Active-AEE (%)

Panel A: 2019-2024

Buffer<0 -0.763*** -0.780*** -1.692%** -1.665%** -0.676%** -0.687*F** -1.582%** -1.565%**
(-4.27) (-4.47) (-5.37) (-5.21) (-4.45) (-4.63) (-6.07) (-5.96)
0<Buffer<5 -0.296*F*F  -0.297FFF  _0.667FF*  -0.652%FF*  -0.225%** -0.234 %% -0.613*** -0.602***
(-3.95) (-4.59) (-6.67) (-6.34) (-3.27) (-3.53) (-6.09) (-5.87)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0006 0.0159 -0.0195 -0.0185 0.0004 0.0151 -0.0042 -0.0037
Observations 75,754 75,754 75,754 75,754 75,754 75,754 75,754 75,754

Panel B: 2023-2024

Buffer<0 -0.483%** -0.488%** -1.556%** -1.497%** -0.346* -0.348%* -1.218%** -1.240%**
(-2.54) (-2.60) (-3.68) (-3.49) (-1.97) (-2.01) (-3.95) (-3.94)
0<Buffer<5 -0.240** -0.215** -0.603*** -0.5T78FF* -0.194** -0.173** -0.493*** -0.496***
(-2.49) (-2.57) (-5.56) (-5.02) (-2.53) (-2.29) (-4.14) (-4.00)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0004 0.0045 -0.0845 -0.0815 0.0003 0.0056 -0.0586 -0.0568

Observations 28,921 28,921 28,921 28,921 28,921 28,921 28,921 28,921
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Table 5
Large-cap growth funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:
Ret(FF4),, ), = do + 01 DF + 620057 + 95 + 4.

Ret(FF4) f£.t+n 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns (%) for fund f over horizons h = 1,2,3,4,5,6,9,

and 12 months following quarter ¢. DB<0 equals one if Buffer;; < 0 and zero otherwise; D0<B<5 is defined analogously. The regression
sample consists of large-cap growth funds Fund fixed effects s absorb time-invariant dlfferences across funds within this segment. We use
heteroskedasticity-robust standard errors and report t-statistics in parentheses. ***, **, and * denote statistical significance at the 1%, 5%, and

10% levels, respectively.

Return horizon

1M 2M 3M 4M 5M 6M IM 12M

Panel A: 2019-2024

Buffer<0 0124  -0.014  -0.177  -0.188  -0.141 0.274 0.426 0.825
(-0.92)  (-0.07)  (-0.67)  (-0.64)  (-0.43) (0.79) (0.78) (1.13)
0<Buffer<5 0.134%  -0.251%%  -0.281FF  -0.410%%*  -0.391**  -0.152  -0.289  -0.126

(-1.95)  (-246)  (-2.10)  (-2.90)  (-257)  (-0.93)  (-1.10)  (-0.35)

Adjusted R-squared  0.0148 0.0173 0.0344 0.0715 0.0798 0.1022 0.1540 0.2148
Observations 6,161 6,150 6,130 6,120 6,108 6,090 5,742 9,398

Panel B: 2023-2024

Buffer<0 O.BLEFFE 1112 ] 744 2 114%F 2 323%K% 9 300%FF 44207 _5.056%
(-3.97)  (-4.97)  (-6.00)  (-6.78)  (-7.02)  (-6.88)  (-9.21)  (-13.59)
0<Buffer<5 L0.312%%% 0. 754F ] 033FFF ] 436%FF  1545FE ] G3IFRX 26567 -2 424%%

(-3.78)  (-6.25)  (-6.55)  (-8.92)  (-9.05)  (-8.87)  (-9.57)  (-6.62)

Adjusted R-squared  0.0072 0.0345 0.0259 0.0895 0.1310 0.1765 0.2502 0.3729
Observations 2,365 2,363 2,355 2,352 2,347 2,339 2,019 1,697




Table 6
Components of funds’ performance drag

This table presents the sources of underperformance for constrained and negative-buffer funds.
The exposure-adjustment effect captures the performance effect of adjusting total equity exposure
while keeping the within-equity portfolio weights unchanged. The large-position rebalancing effect
isolates the effect of rebalancing large positions (Weight;,, > 5%) while keeping both the total
equity exposure and non-large positions fixed. The mean is the annualized equal-weighted average
of performance drags across funds. The impact, measured in billions of USD, represents the dollar
value of the performance drag, scaled by funds’ total assets. For 2019-2024, the number of fund—
quarter observations with 0 < Buffery; < 5% is 1,572, whereas the number of observations with
Buffer;; < 0 is 733. For 2023-2024, the number of fund-quarter observations with 0 < Buffer;; <
5% is 875, and the number of observations with Buffer;; < 0 is 363. We report ¢-statistics in
parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels.

0 < Buffer < 5% Buffer < 0
Mean Impact Mean Impact
(70) (3B) (%) (3B)

Panel A: 2019-2024

Exposure adjustment -0.013 -0.286 -0.174%* -0.205
(-0.24) (-1.74)

Large-position rebalancing -0.247***  -1.349  -0.265***  -0.182
(-3.53) (-3.22)

Panel B: 2023-2024

Exposure adjustment -0.082%* -0.411 -0.145 -0.282
(-2.13) (-1.17)

Large-position rebalancing -0.259***  -1.511 -0.123** 0.062
(-3.31) (-1.99)
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Table 7
Stock return predictability

This table presents the ability of constrained ownership share C; ; to predict stock returns adjusted
for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative return
over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups: High
C stocks with Cs; > 0, and Low C stocks with Cs; = 0. (s represents the proportion of stock
shares held by funds with a buffer less than 5% and a position weight of at least 5%. We define
High Vol , as an indicator equal to 1 if Volatility, , exceeds the cross-sectional median across all
stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and, within
each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—-month fixed effects, cluster standard errors at the stock level, and report t-statistics

in parentheses. ***, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.
Return horizon Return horizon
1M 3M 6M IM 12M 1M 3M 6M IM 12M

Panel A: 2019-2024

High C 0112 0337  0.805% 1.546%F 2.252%% 0091 0.359% 0.549  1.044% 1.319%
(1.43)  (1.53) (1.85) (2.25) (2.37) (1.28) (1.82) (149) (1.90) (1.79)

High C x High Vol 0030 -0.182 0578 1258  2.630
(0.15)  (-0.34) (0.54)  (0.75)  (1.14)

High Vol 20.056  -0.181  -0.359  -0.511  -0.544

(-0.93) (-1.09) (-1.11) (-1.04) (-0.82)

Adjusted R-squared 0.0097 0.0092 0.0078 0.0072 0.0064 0.0097 0.0092 0.0078 0.0072 0.0065
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.300%%  1.100%¥% 2 301%%* 3.343%%* 4391%%% (0.067  0.557%  0.835  1.591%  1.931
(257)  (3.34)  (347)  (3.17) (2.89) (0.61) (1.84) (1.41) (1.66)  (1.43)

High C x High Vol 0.661F* 1.473%F 3847+ 4416%* 6.280*
(2.34)  (2.00) (2.65) (2.01)  (1.95)

High Vol 20103 -0.247  -0.898  -1.467 -2.125

(-0.99) (-0.84) (-1.57) (-1.58) (-1.61)

Adjusted R-squared 0.0077  0.0070 0.0039 0.0041 0.0025 0.0078 0.0072 0.0046 0.0048 0.0033
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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This table reports annualized daily alphas (%) based on the Carhart four-factor model. The Single-
sort column presents results from sorting stocks each month into two groups based on Cj;: a High
C group with C' > 0, and a Low C group with C' = 0. C§; represents the proportion of stock
shares held by funds with a buffer less than 5% and a position weight of at least 5%. We form two
value-weighted portfolios and hold them for one year. Double-sort with volatility columns present
results from independently sorting stocks each month into two volatility groups and the same two C
groups, forming 2 x 2 value-weighted portfolios held for one year. The sample includes stocks priced
above $5 and, within each month, the largest 50% of stocks by market capitalization, resulting in
2,806 stocks. We report Newey—West t-statistics using a five-day lag in parentheses.

Table 8
Investment strategy

denote significance at the 1%, 5%, and 10% levels, respectively.

High C

Low C

High C

Low C

Single-sort

High Vol Low Vol

Panel A: 2019-2024

1.68* 7.91% -0.70
(1.88) (1.82) (-0.46)
-2.00 -0.75 247
(-1.11) (-0.25) (-1.09)

Panel B: 2023-2024

2.32%* 11.85%* -1.32
(2.34) (2.00) (-0.53)
2.12 2.11 2.13
(-0.94) (-0.65) (-0.70)

o8
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Table 9
Changes in funds’ large positions (75/5/10 rule)

This table presents coefficients from OLS regressions of

AWeight ;111 = fo + /BlD?;iS + B DY+ /33D]2cf)t§3<25 + ﬁ4D§i§B<3O + Bs (D?Ef X Dﬁ”)

+ B (D%v % D§g§B<25> s (D%U % D?i§3<3o)

+ Be <D]VCZ,%5 % D§2§B<25) ¥ By (D}/V,S,th) % D%v % D§g§3<25>

+ Bio <D]IjE/S%5 % DistSB<3o> + B (D]Ijt/;t{) % D}zc?tiu % D?i§B<3o> F e,
The weight indicator, D', is based on Weight; , (%). Buffer indicators, D¥, are based on
Buffers: (%). DfD}“ is the diversified fund indicator. The sample includes stocks with prices above
$5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting

in 2,806 stocks. Standard errors are clustered at the stock level, and t-statistics are reported in
parentheses. ***, ** and * denote 1%, 5%, and 10% significance. Q denotes fiscal quarter.

) )

Panel A: 2019-2024

5<W x 20<B<25 x DPV -0.044* -0.043* -0.037%* -0.0427%F* -0.026
(-1.84) (-1.84) (-2.19) (-2.68) (-1.56)
5<W x 25<B<30 x DPV -0.009 -0.010 -0.010 -0.023 -0.014
(-0.36) (-0.38) (-0.63) (-1.59) (-0.88)
5<W x 20<B<25 0.046%*** 0.045%** 0.038*** 0.045%*** 0.034***
(3.13) (3.00) (3.25) (3.89) (2.99)
5<W x 25<B<30 -0.004 -0.004 -0.001 0.015 0.005
(-0.23) (-0.28) (-0.04) (1.12) (0.37)
5<W -0.181%** -0.180*** -0.201*** -0.191%** -0.182%**
(-13.62) (-13.49) (-20.69) (-21.02) (-20.56)
Fixed Effects No Q QxStock ngltl?l((;k * QS ii?ﬁf d+
Adjusted R-squared 0.0033 0.0037 0.1278 0.1609 0.2053
Observations 11,505,963 11,505,963 11,505,963 11,505,963 11,505,963
Panel B: 2023-2024
5<W x 20<B<25 x DPV -0.042 -0.042 -0.050%* -0.057** -0.045
(-1.02) (-1.01) (-1.69) (-2.01) (-1.47)
5<W x 25<B<30 x DPV -0.062 -0.063 -0.042%* -0.054** -0.039*
(-1.62) (-1.62) (-1.82) (-2.52) (-1.73)
5<W x 20<B<25 0.043* 0.043 0.036* 0.045%* 0.035*
(1.65) (1.63) (1.90) (2.37) (1.82)
5<W x 25<B<30 0.003 0.002 0.001 0.019 0.006
(0.13) (0.08) (0.05) (0.92) (0.30)
5<W -0.155%** -0.154%** -0.188*** -0.178*** -0.170%**
(-6.78) (-6.73) (-12.60) (-10.97) (-10.32)
Fixed Effects No Q QxStock Qx;tlzzk + QSEtFﬁ‘ d+
Adjusted R-squared 0.0032 0.0035 0.1334 0.1736 0.2111
Observations 4350424 4350424 4350424 4350424 4,350,424
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Appendix

A.1. Theoretical model

This appendix provides a stylized model intended to clarify the economic mechanism behind
our empirical finding of return predictability. In our simple asset pricing model, investors
have heterogeneous beliefs and are subject to a portfolio concentration constraint inspired
by the regulatory 50/5/10 rule. The model shows that this constraint, which effectively
constrains investors’ largest long positions, can depress asset prices by limiting the influence
of optimistic investors’ views. The basic idea is that when optimists face binding constraints
on long positions, prices are set by pessimistic investors.

We proceed as follows. In Section A.1.1, we lay out a simple one-period model with
heterogeneous beliefs and a portfolio concentration constraint. In Section A.1.2, we solve
the model both with and without the constraint. In Section A.1.3, we present our main the-
oretical results. First, we show that a binding concentration constraint induces underpricing
of an asset about which there is disagreement and whose holdings are constrained. Second,
we show that the underpricing is larger when the constraint is tighter, when the constrained
asset is in greater supply, when that asset has more volatile payoffs, and when disagreement
between optimists and pessimists is larger.

A.1.1. Assumptions

There are two dates. At date ¢t = 0, investors trade assets; at date t = 1, payoffs are realized.

There are N risky assets indexed by j = 1,...,N. Asset j has price p; at date 0 and
random payoff X; at date 1. We assume that the payoffs have known variances O'j2- = Var(Xj)
and are mutually uncorrelated, Cov(X;, X)) = 0 for j # k. There is also a risk-free asset 0
with elastic supply whose price is normalized to 1 and payoff equal to 1.

There are two types of investors indexed by ¢t € {O, P}. Type O (“optimists”) has wealth
share a € (0,1); type P (“pessimists”) has wealth share 1 — a. Optimists and pessimists
differ in their beliefs about some of the risky assets’ expected payoffs, p§ = Ei[X;]. We
assume there is a single risky asset j* over which the optimists are more optimistic:

1S > pls (A.1)

whereas ,ujo = uf for all other assets j # j*. Thus, the disagreement among investors is
concentrated in a single asset j*. We assume this asset is sufficiently attractive to optimists
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that they would hold a large position in it if unconstrained and also that optimists’ holdings
of this asset are constrained (we provide specifics later).

Each investor of type ¢ chooses portfolio weights w' = {wf, w?,... w4} that add up to
one: w§ + Ejvzl w’ = 1. We require all weights to be nonnegative, consistent with common
practice in the mutual fund industry. To preserve closed-form expressions, we focus on
parameter values such that the nonnegativity constraints do not bind in the unconstrained
solution (so the interior first-order conditions characterize the optimum).

Investors are subject to a portfolio concentration limit inspired by the 50/5/10 rule. Let
Q(w") denote the set of all risky assets in which an investor of type ¢ holds a “large” position,
defined as a position whose portfolio weight exceeds 5%:'*

Q') = {je{l,....,N} : w;>005}. (A.2)

The 50/5/10 rule imposes the constraint that at least 50% of assets be invested in non-large
positions or the risk-free asset. Under our assumptions, this is equivalent to assuming that
the sum of large positions must not exceed 50% of the investor’s total assets:

> wh <0.50. (A.3)

For tractability, we implement a simplified version of this constraint, which caps the opti-
mists’ holdings of asset j*, as we explain in detail later.

Investors have mean-variance preferences over risky assets. Risk aversion 7 > 0 is equal
across investors. Type-t investors maximize the objective function

N N
v
max Y wi(u—py) =5 o5 (wf)?, (A.4)
j=1 =1

subject to the portfolio concentration constraint. The objective function (A.4) does not
depend on wf because the risk-free asset’s price and payoff are normalized to one.

A.1.2. Solving the model

Unconstrained solution

First, we solve for the optimal risky-asset weights in the absence of constraint (A.3),
taking prices p = (p1,...,pn) as given. Since the objective function in equation (A.4) is

14 According to the regulatory rule, large positions include also those in which an investor holds more than
10% of the issuer’s voting securities. In practice, it is rare for an investor to hold such a large fraction of a
single issuer. To simplify the algebra, we do not impose the 10% voting-stock test in our model.
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strictly concave in w!, a unique maximizer exists. The first-order condition for asset j is

N N
9 v
0= ow' ZWZ(MZ—pk)—EZUi(wZ)z Zuz—pj—vajz-wj.
J Lk=1 k=1

Solving yields the optimal unconstrained weight in risky asset j for an investor of type t:

M =P

2
Yo

wi (p)

j=1...,N. (A.5)

The value of wf is pinned down residually, ensuring that the portfolio weights sum to one.

Next, we solve for the unconstrained equilibrium price vector p¥ = {p¥, ..., p¥}. Let
m; > 0 denote the market portfolio weight of risky asset j. Market clearing requires

awf? (p) + (1 - a)wl (p) = m;. (A.6)

Substituting from (A.5) into (A.6) yields

o P
Hi — Pj Hj —Dj
a———— + (1 —a) =—— = m,. (A.7)
vo? vo; !

Solving for p;, the unique unconstrained equilibrium price of any risky asset j is

p;] = aujo + (1 — oz)uf — vajzmj . (A.8)

Constrained solution

We now solve for constrained optimal risky-asset weights. In general, a solution subject
to the portfolio concentration constraint (A.3) is available only numerically. To provide
more clarity in the form of an analytical solution, we impose a simplified version of the
constraint—a cap on the optimists’ exposure to the disputed asset j*:

qu <w, (A.9)

where w is exogenously given. No other asset j # j* is directly capped. This reduced-form
cap captures the effective implication of the original portfolio concentration constraint for the
marginal asset where optimism is concentrated. The original constraint induces a Lagrange
multiplier on the set of large positions; equation (9) captures the implied marginal cap on
the asset with the highest unconstrained demand.

While the original constraint (A.3) imposes a cap (of 50%) on the sum of all large posi-
tions, our simplified version (A.9) puts a cap on a single large position. The two constraints
trivially coincide when there is a single large position, but they differ in general, because
investors can adjust any of their large positions, not only j*, to meet constraint (A.3). This
difference notwithstanding, the economic mechanism behind the effect of the constraint on
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asset prices is the same in both cases. By imposing a cap on a single large position on
which optimists and pessimists disagree, we are able to convey the underlying mechanism
analytically.

We assume that the cap in equation (A.9) is sufficiently low so that at the unconstrained
equilibrium price, the optimists’ unconstrained desired holding would exceed the cap:

o) U
oU, U Hojx — Djx _
Wi (pih) = =—=—— > . (A.10)
I yo3.
This ensures the cap is binding in the constrained equilibrium (otherwise the constrained
and unconstrained equilibria coincide).

We now solve for constrained equilibrium prices p¢ = {p{,...,p§} under constraint

(A.9).
For any risky asset j # j*, both types’ demands coincide with unconstrained demands:

t,C ,U;_pj . %
w;”(p) = —"——, tc{O,P}, j#j". (A.11)

Yo

Imposing market clearing, we arrive at the same unique solution for the constrained equilib-
rium price as in the unconstrained case. Therefore, p]C = pJU for any j # j*.

For risky asset j*, pessimists remain unconstrained,

Mﬁ — Dj*

pPC
V035

J

(A.12)

but optimists’ demand is truncated by the cap in equation (A.9), which we assume is binding
(otherwise the constrained and unconstrained solutions coincide). At constrained prices p,

w2 (p) = . (A.13)

J

Imposing market clearing and substituting from equations (A.12) and (A.13), we obtain

foXe; PC _
awi”(p)+ (1 —a)wi"(p) = mys
P
_ Hij= — Dj~
l—a)~L—— = . A.14
R (A14)

Solving for p;« yields the constrained equilibrium price:

’}/0']2-*

T (mj — aw). (A.15)

cC _ P
Pl = pje —

This equation shows that, once the cap binds, the price of asset j* is pinned down by
pessimists’ marginal willingness to absorb the asset’s residual supply m;» — aw. We now
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compare pjc* in equation (A.15) with ij* in equation (A.8):

V05 _
pg-]* —pjc* = [oz,ujO* +(1- a)uﬁ - Vof*mj*} — [,uﬁ 1 —Ja (mj+ — ozw)]
_ ) NP P2 V03 o
= apf + (1 — a)pj — pje — yojomys + : _&(mj* o)
Mix — QW
= a(ujo* — ,uﬁ) + ’ya?* [—31 "o — mj*}
= a(ujo* - Mﬁ) +’VUJ2-* [mj* - awl— (1= Oé)mj*}
-«
avyo?, B

= a(uft — i) + ﬁ(mr — )

V07 _
S [ R w)] | (A.16)

To sign the expression in equation (A.16), recall from equation (A.10) that at the uncon-
strained equilibrium price, the optimists’ unconstrained desired holding exceeds the cap:

o.U 1S, — pf.

s U . * ¥ x _

wi” (p) = ——=" > . (A.17)
YO«

Substituting for p%. from equation (A.8) into equation (A.17), we have

0U (1) = p = (apf + (1= a)uj. — yoiomy)

w‘* Sk
J J 70]2-*
_ (=) — ufl) +yofem;s
Y03
l—«

J

Combining equations (A.17) and (A.18), we see that
Yo

11—«

@] P
Mj* - ,LLJ* >

(@ —my) . (A.19)
Using equation (A.19), we see immediately that the expression in equation (A.16) is positive:

p;{ —p](i >0. (A.20)

A.1.3. Main results

In equation (A.20), we proved the following proposition.

Proposition 1. Assume that the long-position constraint qu < w binds. Then:
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1. Asset 5% is priced lower in the constrained equilibrium.:

pse < pl.
2. The prices of all other assets are unaffected by the constraint:

]DjC = ij for all j # 5.

The intuition behind Proposition 1 is as follows. In the unconstrained economy, the price
of asset j* reflects the combined demand of optimists and pessimists. Because optimists
expect a higher payoff, they hold a disproportionately large share of the asset in equilibrium.
When the concentration cap binds, optimists are prevented from holding as much of j* as
they would like at the unconstrained price. At that price, aggregate demand therefore falls
short of supply. The only way to restore market clearing is for the price of j* to decline until
pessimists are willing to absorb the residual supply. Assets about which beliefs coincide are
unaffected, because the constraint does not distort demand for those assets.

Next, we analyze the constrained-induced underpricing wedge, which we denote as
Ap = pg* — pj(-’l . (A.21)

While Proposition 1 shows that Ap > 0, Proposition 2 examines the determinants of Ap,
under the same assumptions. While computing the comparative statics, we restrict attention
to the regime in which the concentration constraint binds and market clearing requires
pessimists to absorb a strictly positive share of the constrained asset, i.e., mjx — aw > 0.
This ensures that the identity of the marginal investor and the form of the pricing equation
remain unchanged under the comparative statics considered.

jq < w binds wn equilibrium.

Then the price wedge Ap satisfies the following comparative statics:

Proposition 2. Assume that the long-position constraint w

0A
1. (9__p <0 (i.e., Ap is larger when the portfolio constraint is tighter)
w
0Ap . . .
2. 5 >0 (i.e., Ap is larger when the asset is in larger supply)
mj*
0Ap . . . .
3. >0 (i.e., Ap is larger when there is more disagreement)

O(pg. — 152
If, additionally, w < mj«, then Ap satisfies also the following comparative static:

0Ap

’ 80?*

4

>0 (i.e., Ap is larger when the asset has more volatile payoffs)
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The proof of Proposition 2 is straightforward. Recall from equation (A.16) that

70]2-*

Ap = a|(h —p) + 720

(mj« —w)| . (A.22)

To derive the four comparative statics, we simply differentiate equation (A.22):

0Ap 0470]2.*
= _ _ A2
ow 1—a« <0 (4.23)
0Ap cwaf-*
= .24
oms« 11—« >0 (A.24)
0Ap
—— = a>0 A.25
9T — 1) (429
JAp ay _

The intuition behind Proposition 2 is as follows. The wedge Ap measures how much the
binding long-position cap prevents optimists from bidding up the price of the disputed asset
J*. (1) A tighter cap (lower w) reduces optimists’ ability to absorb supply at high prices,
so the price must fall until pessimists are willing to hold the residual supply. (2) A larger
supply m;» amplifies this effect: more shares must be placed with pessimists when optimists
are capped, requiring a larger price concession. (3) Greater disagreement ujO* — uﬁ raises
the value optimists place on the asset relative to pessimists, so restricting optimists has a
larger effect on the equilibrium price. (4) Higher payoff risk JJQ-* reduces the willingness of
the unconstrained pessimists to absorb the additional supply released by the constrained
optimists, requiring a larger price discount. This fourth result holds only if the cap lies
below the asset’s market weight, @ < mj«, so that the binding constraint forces pessimists
to absorb a strictly positive additional position in the asset relative to the unconstrained
benchmark. In this case, higher payoff risk increases the compensation pessimists require to
hold this residual supply, which magnifies the price concession needed to clear the market.
By contrast, if the cap exceeds the asset’s market weight, the constraint does not shift
risk-bearing at the margin, and greater payoff variance does not amplify underpricing.
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A.2. Additional figures

0.5 :

8

> 0.3 e ° . i

a 0q © ﬂl

c . i

[ .

O 0.2 i

0.1
0.0 - L .

4.0 4.5 5.0 5.5 6.0

Weight (%)

Figure A.1. Bunching in constrained funds’ portfolio weights. This figure plots Mc-
Crary (2008) density estimates for 2019-2024 fund-stock-quarter observations. Circles denote
histogram bins, solid lines show smooth densities, and dashed lines represent 95% confidence
intervals. The sample corresponds to constrained funds with a buffer between 0 and 5%. The
vertical red line indicates the 4.9% threshold.
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Panel A: Constrained funds, weight changes, cap-weighted

164 " Equal Market Capitalization (y=x) -
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Log(Market Cap) of Increased Positions

4 6 8 10 12 14 16
Log(Market Cap) of Decreased Positions

Panel B: Negative-buffer funds, weight changes

164 =" Equal Market Capitalization (y=x) -
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Log(Market Cap) of Decreased Positions

Panel C: Constrained funds, share changes

16 === Equal Market Capitalization (y=x) -

14+
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Log(Market Cap) of Increased Positions

4 6 8 10 12 14 16

Log(Market Cap) of Decreased Positions
Figure A.2. Funds’ rebalancing to smaller-cap stocks. This figure plots the average mar-
ket capitalization (log) of large positions (Weight, , > 5%) whose weights or shares decrease
(x-axis) versus those that increase (y-axis). Each point represents a fund-quarter observation.
Panel A plots the market-cap-weighted average for constrained funds with Buffer;; € [0,5%)
based on weight changes. Panels B and C report simple averages. Panel B replicates the anal-
ysis for funds with negative buffers, while Panel C uses changes in the number of shares held
for constrained funds.
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A.3. Instrumental variable estimates

In this appendix, we implement an instrumental-variables alternative to the baseline design
in Section 3. Because funds may window-dress around quarter-ends, reported buffers may
reflect not only underlying constraint tightness but also endogenous trading intended to im-
prove reported positions. To address this concern, we construct a no-trade buffer, Buffer?{tT,
which measures where a fund’s distance to the regulatory limit would have been at the end

of quarter ¢ absent within-quarter rebalancing.

We first calculate the no-trade weight of stock s in fund f at time t as

WeightY' = Weight, ., , x _—
ghty o4 g0ty o1 1+ R?f?i—n

(A.27)

where Rﬁc‘jﬁil _,; 1s the gross fund return from ¢ — 1 to ¢ and hprt='~* is the cumulative return
of stock s over the same period, computed from monthly returns.

Using these no-trade weights, we define the no-trade buffer as

Buffer} =50% —  »_  Weight}],, (A.28)

seLargePosl}rf

where LargePosl}{rtF denotes the set of the fund’s no-trade large positions. A position is
included in this set if its no-trade weight exceeds 5% or if its held shares at t — 1 represent
more than 10% of the issuer’s voting securities (assuming both shares held and total voting
shares remain constant between ¢ — 1 and t).

We estimate equation (3) by two-stage least squares (2SLS), treating the observed large-
position indicator, the buffer indicators, and their interactions as endogenous. As excluded
instruments, we use the corresponding no-trade indicators and their interactions:

NT,W>5 NT,B<0 R NT,0<B<5 R NT,W>5 NT,B<0 NT,W>5 NT,0<B<5

Dysi = Dy ™ Dy » Dipsi =} Dy 7, Dy = x Dy :
The first stage projects the endogenous indicators and interaction terms onto this instru-
ment set together with the fixed effects. The second stage estimates equation (3) using
the fitted values from the first stage. Table A.1 reports the resulting 2SLS estimates. Be-
cause the specification includes multiple instruments, we assess instrument strength using
the Kleibergen—Paap rk Wald F-statistic for the equation as a whole. This statistic is above

60 in all specifications, indicating that the no-trade instruments are not weak.
Analogously, we estimate the 2SLS version of equation (8), treating foo and D?%B<5

as endogenous and instrumenting them with their no-trade counterparts, D}VtT B<0 and

D}VtT O<B<5 " Ag in the baseline, control variables include log total net assets, log return

volatility, net flow, and gross return. Table A.2 reports the resulting 2SLS estimates.
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Table A.1
Changes in funds’ large positions (IV Version)

This table reports two-stage least squares (2SLS) estimates of the equation (3). The buffer in-
dicators, large-position indicators, and their interactions are instrumented by their corresponding
no-trade counterparts. The regression sample includes stocks with prices above $5 and, within
each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks.

kokok

Standard errors are clustered at the stock level, and t-statistics are reported in parentheses. ,
** and * denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.

Panel A: 2019-2024

5< W x Buffer <0 -0.055 -0.056 -0.018 -0.080% -0.079
(-1.07) (-1.09) (-0.39) (-1.74) (-1.63)
5< W x 0 < Buffer <5 -0.129% -0.130% -0.079% -0.082%* -0.074%*
(-1.87) (-1.88) (-1.93) (-2.35) (-2.04)
5< W J0.135%FE L0135 RRE [ 184% (. 152%Kk () 148%F*
(-3.99) (-3.98) (-7.68) (-8.11) (-7.81)
Fixed Effects No Q QxStock stltliflk + QS i?ﬁ;ﬁ
Kleibergen—Paap rk Wald F-statistics 67.23 67.29 68.51 117.71 176.97
Observations 10,107,248 10,107,248 10,107,248 10,107,248 10,107,248
Panel B: 2023-2024
5< W x Buffer <0 -0.059 -0.061 0.012 0.074 -0.075
(-1.29) (-1.31) (-0.27) (-1.56) (-1.50)
5< W x 0 < Buffer < 5 -0.142%* ~0.143%* 01270 L0135FE 0.126%F*
(-2.09) (-2.09) (-3.05) (-3.55) (-3.38)
5< W S0.107FFE L0107 QBT 0.122% kK (. 1]9%k
(-4.57) (-4.54) (-8.46) (-7.66) (-7.48)
Fixed Effects No Q QxStock stltli(élk + QS 3?5111{ dJr
Kleibergen—Paap rk Wald F-statistics 60.01 60.04 60.83 111.58 79.43
Observations 4,029,587 4,029,587 4,020,587 4,029,587 4,029,587
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Table A.2
Changes in funds’ equity exposure (IV Version)

This table reports two-stage least squares (2SLS) estimates relating a fund’s buffer to changes in equity exposure. AEEf; ;11 denotes the change
in fund f’s equity exposure between fiscal quarters ¢t and ¢ + 1. Active-AEEf; ;11 isolates the component of this change attributable to active
portfolio rebalancing, after netting out passive changes driven by stock returns. The buffer indicators are instrumented by their corresponding
no-trade counterparts. Control variables, measured at quarter ¢ for each fund, include the log of total net assets, the log of return standard
deviation, net flow, and gross return. Standard errors are clustered by fiscal quarter and fund, and t-statistics are reported in parentheses. ***
“* and * denote statistical significance at the 1%, 5%, and 10% levels. Q denotes fiscal quarter.

)

AEE (%) Active-AEE (%)

Panel A: 2019-2024

Buffer <0 -0.642** -0.664** -2.202%* -2.206+** -0.356 -0.407 -1.640%* -1.706**
(-2.02) (-2.09) (-2.64) (-2.69) (-1.34) (-1.51) (-2.37) (-2.39)
0< Buffer <5 -0.008 -0.007 -0.261 -0.304 -0.176 -0.174 -0.659** -0.687**
(-0.04) (-0.03) (-0.69) (-0.80) (-1.05) (-0.97) (-2.07) (-2.08)
Fixed Effects No Q Q+Fund Q+Fund No Q Q+Fund Q+Fund
Controls No No No Yes No No No Yes
Kleibergen—Paap rk Wald F-statistics 65.96 66.49 36.40 36.46 65.96 66.49 36.40 36.46
Observations 71,609 71,609 71,609 71,609 71,609 71,609 71,609 71,609

Panel B: 2023-2024

Buffer <0 -0.046 0.008 -1.045 -1.302 0.168 0.203 -0.251 -0.124
(-0.12) (0.02) (-1.29) (-1.49) (0.49) (0.61) (-0.36) (-0.18)
0< Buffer <5 -0.257 -0.229 -0.884 -0.915 -0.335 -0.308 -0.771 -0.733
(-0.90) (-0.76) (-1.40) (-1.46) (-1.56) (-1.35) (-1.61) (-1.54)
Fixed Effects No Q Q+Fund Q+Fund No Q Q+Fund Q+Fund
Controls No No No Yes No No No Yes
Kleibergen-Paap rk Wald F-statistics 50.81 51.16 28.18 28.35 50.81 51.16 28.18 28.35

Observations 28,742 28,742 28,742 28,742 28,742 28,742 28,742 28,742




A.4. Additional results on fund rebalancing

A.4.1. Additional results for AWeight

Table A.3
Changes in funds’ positions

This table presents coefficients from OLS regressions of
AWeight s ;41 =50 + 51ch§zv<5 + 52D?§EV<6 + ﬁ:sD?;?tﬁ
+ BUDE0 4 g DISP

+ Z ﬁm(D?,/;t X Dpy) + €fs 041

Weight indicators, D", are based on Weight f.s,¢- Buffer indicators, DB are based on Buffery ;.
The base categories absorbed by the constant are Weight,, < 4% and Buffery; > 5%. The
regression sample includes stocks with prices above $5 and, within each fiscal quarter, the largest
50% of stocks by market capitalization, resulting in 2,806 stocks. Standard errors are clustered at
the stock level, and t-statistics are reported in parentheses. ***, ** and * denote significance at the

Y Y

1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.

Panel A: 2019-2024

6<W x B<0 -0.110%** -0, 111 -0.079%** -0.110%** -0.097***
(-2.72) (-2.73) (-2.93) (-4.11) (-3.23)
6<W x 0<B<5 -0.088** -0.089** -0.059%** -0.063%** -0.057**
(-2.15) (-2.17) (-2.68) (-2.93) (-2.44)
5<W<6 x B<0 -0.026 -0.027 0.019 -0.013 0.004
(-0.64) (-0.67) (0.74) (-0.55) (0.15)
5<W<6 x 0<B<b -0.055 -0.057 -0.016 -0.016 -0.002
(-1.49) (-1.52) (-0.64) (-0.74) (-0.10)
4<W<bh x B<0 0.085%** 0.084%** 0.106%** 0.0617*+* 0.077***
(3.08) (3.02) (5.40) (3.30) (3.67)
4<W<h x 0<B<H 0.022 0.021 0.039** 0.016 0.024
(0.83) (0.76) (2.54) (1.10) (1.49)
6<W -0.133%%* -0.133%%* -0.188*** -0.1817%F* -0.1747%F*
(-5.23) (-5.21) (-12.12) (-11.38) (-10.62)
5<W<6 S0.111%%* S0.111%%* -0.174%** -0.157*** -0.150%***
(-2.98) (-2.98) (-8.51) (-8.57) (-8.12)
4<W<h -0.124%%* -0.124%%* -0.1517%F* -0.122%%* -0.113%**
(-5.95) (-5.93) (-14.54) (-12.58) (-11.76)
QxStock + QxStock +
FE No Q QxStock Fund QxFund
Adjusted R-squared 0.0049 0.0053 0.1302 0.1627 0.2067
Observations 11,513,919 11,513,919 11,513,919 11,513,919 11,513,919

Table continues on next page
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Panel B: 2023-2024

6<W x B<0 -0.083* -0.084* -0.063** -0.100%** -0.0917%**
(-1.80) (-1.82) (-1.97) (-3.17) (-2.73)
6<W x 0<B<5 -0.075 -0.076 -0.063** -0.064** -0.063**
(-1.52) (-1.54) (-2.12) (-2.24) (-2.11)
5<W<6 x B<0 -0.061 -0.062 -0.015 -0.076*** -0.048*
(-1.45) (-1.47) (-0.56) (-2.94) (-1.72)
5<W<6 x 0<B<b -0.035 -0.036 -0.023 -0.024 -0.006
(-0.89) (-0.92) (-0.77) (-0.78) (-0.19)
4<W<H x B<0 0.053 0.051 0.076%** 0.012 0.028
(1.61) (1.55) (3.00) (0.49) (1.01)
4<W<5H x 0<B<5 -0.003 -0.005 0.014 -0.009 -0.007
(-0.09) (-0.13) (0.72) (-0.42) (-0.31)
6<W -0.130%** -0.130*** -0.181*** -0.169*** -0.163***
(-6.57) (-6.55) (-10.73) (-9.74) (-9.17)
5<W<6 -0.067* -0.066* -0.140%** -0.119%%* -0.114%*
(-1.88) (-1.87) (-7.57) (-6.94) (-6.69)
4<W<5H -0.090%+* -0.090%+* -0.127#+* -0.094*** -0.087***
(-3.79) (-3.77) (-12.13) (-9.40) (-8.77)
QxStock + QxStock +
FE No Q Q xStock Fund QxFund
Adjusted R-squared 0.0040 0.0043 0.1350 0.1750 0.2122
Observations 4,354,870 4,354,870 4,354,870 4,354,870 4,354,870
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A.4.2. Additional results for trade direction and size

Table A.4
Funds’ trade direction

This table presents coefficients from OLS regressions of

TradeDirectiony s ;11 =50 + BlD?;,ZtS + BzDﬁfo + 53D2§B<5 4 ﬁ4(D]I?,/s,Zt5 o D}Bfo)
+B5(Dp 3 x D7) + e st

The weight indicator, D', is based on Weight,, (%). Buffer indicators, D¥, are based on
Buffery; (%). The regression sample includes stocks with prices above $5 and, within each fiscal
quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard

errors are clustered at the stock level, and t-statistics are reported in parentheses. ***, **, and *

denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.

Panel A: 2019-2024

5<W x Buffer<0 -0.087#+* -0.096*** -0.103*** -0.102%** -0.088%***
(-3.47) (-3.66) (-3.55) (-4.17) (-3.56)
5<W x 0<Buffer<5  -0.079%*** -0.085%** -0.102%** -0.087*** -0.029*
(-4.86) (-4.85) (-5.72) (-5.86) (-1.85)
5<W -0.213%** -0.207*** -0.171%** -0.159%** -0.159%**
(-17.10) (-16.35) (-11.48) (-12.00) (-11.47)
Fixed Effects No Q Q xStock ngltlizk + Q(S i?jﬁ d+
Adjusted R-squared 0.0006 0.0112 0.0352 0.1797 0.4530
Observations 11,513,919 11,513,919 11,513,919 11,513,919 11,513,919
Panel B: 2023-2024
5<W x Buffer<0 -0.072%* -0.077%* -0.083%* -0.134%** -0.108%**
(-2.05) (-2.21) (-2.27) (-4.56) (-3.53)
5<W x 0<Buffer<5  -0.097*** -0.094*** -0.106*** -0.040** -0.026
(-5.35) (-5.04) (-5.35) (-2.34) (-1.47)
5<W -0.21 1% -0.206%** -0.197%** -0.170%** -0.170%**
(-10.25) (-10.19) (-8.65) (-8.38) (-8.06)
Fixed Effects No Q QxStock ngﬁizk + Q(S i?ﬁl{ d+
Adjusted R-squared 0.0008 0.0111 0.0332 0.2300 0.4539
Observations 4,354,870 4,354,870 4,354,870 4,354,870 4,354,870
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Table A.5
Changes in funds’ shares held

This table presents coefficients from OLS regressions of
AShares i1 = fotBi Dy 5+ 02 DE O+ B3 D55 P 484Dy S DEFO)+B5(DY 37 % DY ) e s

The weight indicator, D", is based on Weight .5t (%). Buffer indicators, DB, are based on
Buffery; (%). The regression sample includes stocks with prices above $5 and, within each fiscal
quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard
errors are clustered at the stock level, and t-statistics are reported in parentheses. ***, ** and *

denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal quarter.

Panel A: 2019-2024

5<W x Buffer<0 -1.579 -2.085* -0.847 -3.003%*** -1.712*
(-1.48) (-1.96) (-0.89) (-3.49) (-1.79)
5<W x 0<Buffer<5 1.366* 0.784 0.865 -1.091* -0.518
(1.73) (0.99) (1.33) (-1.66) (-0.88)
5<W 2,973 3.138%*# -1.447F%% -1.105%* -1.163**
(3.18) (3.39) (-2.63) (-2.01) (-1.99)
Fixed Effects No Q QxStock ngﬁzk + Q(S i?ﬁl{ d+
Adjusted R-squared 0.0000 0.0017 0.0999 0.1563 0.2514
Observations 11,513,919 11,513,919 11,513,919 11,513,919 11,513,919
Panel B: 2023-2024
5<W x Buffer<0 0.437 0.045 1.231 -3.420%** -2.106*
(0.32) (0.03) (1.02) (-3.08) (-1.86)
5<W x 0<Buffer<j  2.729%** 2,477 2.219%# -0.340 0.079
(2.72) (2.51) (2.75) (-0.44) (0.10)
5<W 4. 317 4.4447%F% -1.289* -0.713 -0.908
(3.93) (4.15) (-1.84) (-0.97) (-1.22)
Fixed Effects No Q Q xStock QXIEEE(;{ + QS itl*:)lii d+
Adjusted R-squared 0.0001 0.0011 0.0851 0.1537 0.2325
Observations 4,354,870 4,354,870 4,354,870 4,354,870 4,354,870
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Table A.6
Funds’ trade direction and volatility

This table reports coefficients from OLS regressions run separately for funds with Buffer;; < 0 and 0 < Buffer;, < 5%:
TradeDirectiony s ;41 = do + 01 (D?;%G x Volatility, ;) + d2 (D?i}f@ x Volatility, ,) + (53(D;1c755’vtv<5 x Volatility, ,)

+064DY 70+ 65D 0 + 66D <0 + 67 Volatility, , + €441

Weight indicators, D, are based on Weight .5, (%). Volatility, , (%) is the standard deviation of daily returns within fiscal quarter ¢. The sample includes
stocks with prices above $5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard errors are

kokk ko

clustered at the stock level, with t-statistics reported in parentheses. , **, and * denote significance at 1%, 5%, and 10% levels. Q denotes fiscal quarter.

Buffer < 0 0 < Buffer < 5%

Panel A: 2019-2024

6<W x Volatility -0.045%** -0.045%** -0.104%** -0.063** -0.023 -0.040%** -0.032%** -0.047%* -0.014 -0.013
(-3.01) (-2.95) (-3.20) (-2.13) (-0.84) (-3.23) (-2.68) (-2.31) (-0.69) (-0.64)
5<W<6 x Volatility — -0.048%** -0.052%** -0.074* -0.014 -0.010 -0.022 -0.014 -0.032 -0.053 -0.033
(-2.64) (-2.70) (-1.81) (-0.45) (-0.32) (-1.09) (-0.72) (-0.89) (-1.40) (-0.95)
4<W<5 x Volatility -0.044* -0.041 -0.095%* -0.002 0.034 -0.014 -0.008 -0.022 -0.018 0.005
(-1.92) (-1.60) (-2.06) (-0.07) (0.93) (-0.80) (-0.48) (-0.73) (-0.63) (0.16)
Fixed Effects No Q QxStock stltliilk + QS >S<ti:(?110111{ d+ No Q QxStock Qxlitl(rfik + Q(g i?jrlf d+
Adjusted R-squared 0.0296 0.1014 0.1344 0.4321 0.5132 0.0111 0.0738 0.1247 0.3391 0.5001
Observations 21,679 21,679 21,679 21,679 21,679 80,317 80,317 80,317 80,317 80,317
Panel B: 2023-2024
6<W x Volatility -0.041 -0.048 -0.153** -0.114%* -0.080%* -0.082%** -0.066*** -0.061* -0.018 -0.036
(-1.42) (-1.56) (-2.56) (-2.27) (-1.74) (-4.19) (-3.39) (-1.80) (-0.46) (-0.93)
5<W<6 x Volatility -0.057 -0.054 -0.143* -0.083 -0.105 -0.028 -0.019 -0.062 -0.065 -0.078
(-1.27) (-1.16) (-1.73) (-1.34) (-1.52) (-0.86) (-0.60) (-1.17) (-1.10) (-1.38)
4<W<5 x Volatility -0.046 -0.045 -0.198** -0.121%* -0.095* 0.018 0.027 0.014 -0.006 0.002
(-0.95) (-0.89) (-2.50) (-2.28) (-1.86) (0.57) (0.93) (0.29) (-0.13) (0.04)
Fixed Effects No Q QxStock QXSEEEII( + Q(S S?lfrl: d+ No Q QxStock stltl(;lzk + Qg E?jrl: d+
Adjusted R-squared 0.0206 0.0460 0.1452 0.4535 0.5227 0.0107 0.0635 0.1257 0.3566 0.4964

Observations 12,272 12,272 12,272 12,272 12,272 54,542 54,542 54,542 54,542 54,542
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Table A.7
Changes in funds’ shares held and volatility

This table reports coefficients from OLS regressions run separately for funds with Buffer;; < 0 and 0 < Buffer;, < 5%:

ASharesy s 141(%) = 6o + 1 (D?’/S%G x Volatility, ;) + d2 (DSW<6 Volatility, ,) + 63(D;1c§/tv<5 x Volatility, ,)

f157t
W > 5<W 4<W <5
D 6 .D <6 .D <

+ 94 fet T 05 et T 06 et T d7Volatility, , + €75 t41-

Weight indicators, D, are based on Weight .5, (%). Volatility, , (%) is the standard deviation of daily returns within fiscal quarter ¢. The sample includes
stocks with prices above $5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. Standard errors are

kekk kok

clustered at the stock level, with ¢-statistics reported in parentheses.***, ** and * denote significance at 1%, 5%, and 10% levels. Q denotes fiscal quarter.

Buffer < 0 0 < Buffer < 5%

Panel A: 2019-2024

6<W x Volatility -1.726%* -1.968** -5.027%* -1.894 -0.281 -1.204* -0.927 -3.703%** -0.603 -0.931
(-2.13) (-2.08) (-2.47) (-0.98) (-0.14) (-1.71) (-0.91) (-3.24) (-0.42) (-0.64)
5<W<6 x Volatility -1.566 -1.694* -4.039%** -0.859 1.003 -2.666** -2.600%** -3.001 -1.255 -1.655
(-1.60) (-1.72) (-2.19) (-0.40) (0.48) (-2.14) (-2.12) (-1.37) (-0.62) (-0.85)
4<W<5 x Volatility -1.888 -1.908 -6.752%** -2.201 -0.231 -1.469 -1.351 -2.246 -0.470 -0.478
(-1.40) (-1.42) (-3.34) (-1.22) (-0.12) (-1.60) (-1.48) (-1.56) (-0.35) (-0.35)
Fixed Effects No Q QxStock stltliilk + QS >S<ti:(?110111{ d+ No Q QxStock Qxlitl(rfik + Q(g i?jrlf d+
Adjusted R-squared 0.0007 0.0142 0.4313 0.4957 0.5087 0.0010 0.0209 0.2398 0.3066 0.3505
Observations 21,679 21,679 21,679 21,679 21,679 80,317 80,317 80,317 80,317 80,317
Panel B: 2023-2024
6<W x Volatility 2.348%* 2.567* -5.645%* -5.478* -4.867 -0.569 0.266 -3.912%* 0.796 0.511
(1.66) (1.71) (-1.99) (-1.67) (-1.51) (-0.54) (0.19) (-2.20) (0.32) (0.20)
5<W<6 x Volatility 1.210 1.327 -7.820%** -6.219%* -6.244%* -3.184 -2.643 -3.982 -2.481 -1.985
(0.65) (0.72) (-2.94) (-2.20) (-2.14) (-1.53) (-1.30) (-1.14) (-0.74) (-0.59)
4<W<5 x Volatility 0.840 1.120 -9.012%** -8.494%** -6.764** 1.961 2.216 -0.096 0.630 0.472
(0.46) (0.63) (-2.82) (-3.11) (-2.48) (1.30) (1.47) (-0.04) (0.28) (0.21)
Fixed Effects No Q QxStock QXSEEEII( + Q(S S?lfrl: d+ No Q QxStock stltl(;lzk + Qg E?jrl: d+
Adjusted R-squared 0.0019 0.0083 0.4625 0.5186 0.5288 0.0019 0.0183 0.2494 0.3158 0.3537

Observations 12,272 12,272 12,272 12,272 12,272 54,542 54,542 54,542 54,542 54,542




A.5. How equity exposure is computed

We compute the equity exposure of fund f at fiscal quarter ¢ as

ZSGSfyt Valuef7s7t
TotalAssets

EquityExposure;, =

where Sy, denotes the set of stock holdings by fund f in fiscal quarter ¢, Valuey,; denotes
the market value of fund f’s holding in stock s in fiscal quarter ¢, and TotalAssetsy; denotes
the total assets of fund f in fiscal quarter ¢.

The observed change in equity exposure from ¢ to ¢t + 1 is therefore
AEE;; 111 = EquityExposure;, . ; — EquityExposure; ;.
To compute the implied active change in equity exposure, Active-AEEf; ,;11, we con-
struct the following components.
The implied total assets of fund f at t + 1 are
ImpliedTA ,,, = TotalAssetsy,; x (14 R}, ),
where R;‘ffit 41 is the fund return from ¢ to ¢ + 1.
Similarly, for each stock s held by fund f at ¢, the implied value of holdings at ¢t 4 1 is
ImpliedValue; ,,,, = Valuey g, x (1+ hpri?™),

where Valuey s, is the market value of fund f’s holdings of stock s at ¢, and

hpr” = 1] A tram) -1

me(t,t+1]

is the cumulative return of stock s from ¢ to ¢t + 1, computed from monthly returns.

ImpliedValue; , ; denotes the market value of stock s that fund f would hold at fiscal
quarter t + 1, assuming it keeps its holdings unchanged until the end of quarter ¢ + 1. Thus,
ImpliedValue, ; , ; reflects only the passive growth arising from stock returns.

Summing across all stocks yields the implied common equity at ¢ + 1:

ImpliedCE;, ; = Z ImpliedValuey , ;4,

seuf’t+1

where U1 denotes the set of fund f’s held stocks at time t+1, assuming the fund keeps
its holdings unchanged.
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We then define the implied passive equity exposure at ¢t + 1 as

ImpliedCE;, 4
ImpliedTA; .,

PassiveEquityExposure;, | =

The active change of equity exposure is then given by

Active-AEE;; ;11 = EquityExposure;, . ; — PassiveEquityExposure;; ;.

A.6. Alternative measure of changes in equity exposure

A.6.1. Equity exposure including derivatives and ETF's

This section outlines the methodology for constructing a fund’s total equity exposure (EE}?f“l),

which aggregates direct stock holdings, equity derivatives, and indirect exposure obtained
through Exchange Traded Funds (ETFs). We define the total equity exposure for fund f in
fiscal quarter t as follows:

EE}?;“Z = EquityExposure;, + EquityExp05111r(3§iriw"tiveS + EquityExposure]chF.

The first component, EquityExposure;;, represents the aggregate market value of all
direct stock holdings scaled by total assets, as detailed in Section A.5.

The second component, EquityEXposure%matwes, captures the exposure arising from eq-

uity derivatives. We rely on NPORT-P data to identify these positions, specifically fil-

tering for holdings where the asset category (asset_cat) is classified as ‘DE’ (derivative-

equity). This category includes forwards/futures, options, swaps, swaptions, warrants, and

foreign exchange contracts. Form NPORT-P reports notional amounts for all derivative po-

sitions, except for options, which are extremely rare in our sample. (See Kaniel and Wang

(2025) for a more systematic study of funds’ derivatives positions using NPORT-P data.)
derivatives

EquityExposurey; is therefore calculated as the sum of these derivative positions di-
vided by the fund’s total assets.

To compute the third component, EquityExposure‘?IF, we first identify domestic eq-

uity ETFs (et_flag = ‘F’ and crsp_obj_cd begins with ‘ED’) within the CRSP mutual fund
database. Using CUSIP, we merge this list with NPORT-P holdings data. Within the
matched sample, we retain observations where the NPORT-P asset category is recorded as
either ‘EC’ (equity-common) or ‘OTHER’. We calculate the ETF-implied equity exposure
by weighting the held value of each ETF by the proportion of that ETF invested in common
stocks, scaled by the fund’s total assets:

Z‘EQ (Valuef“ X per_com, t)
EquityExposuref 1F — =0 b ,
P It TotalAssetsy,

Y
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where €2, represents the set of all domestic equity ETFs held by fund f in fiscal quarter
t, Valuey;; denotes the value of ETF ¢ held by fund f, and per_com,, is the percentage of
ETF ¢’s portfolio invested in common stocks, as reported in CRSP.

derivatives

The contributions of EquityExposure}; and EquityEXposure?fF to EE}?ttal are
small. In the 2019-2024 sample, they account for, on average, less than 0.2% of EE™.

A.6.2. Alternative measure of active change in equity exposure

In this section, we explain an alternative approach to computing the implied active change
in equity exposure, Active-AEEs; ,;+1. In addition to variables defined in Appendix A.5,
we construct the following components.

The implied total assets of fund f at ¢ are given by

TotalAssets s 41

fund ’
L+ RS

ImpliedTAY; =

where TotalAssetss,.;1 is the total assets of fund f at ¢ 4 1, and R?,l?it 41 1s the fund gross
return from ¢ to t + 1.

Similarly, for each stock s held by fund f at ¢t + 1, the implied value of holdings at ¢ is

. a Valuey s 141
ImpliedValue f{i,t = i+ hp;c" 7t—t>2_+1)’

t—t+1
s

where Valuey s ;11 is the market value of fund f’s holdings of stock s at ¢ 4 1, and hpr
of stock s is the cumulative return from fiscal quarter ¢ to ¢ + 1, defined as before.

ImpliedValue?cfi’t denotes the market value of stock s that fund f would need to hold at
fiscal quarter ¢, assuming it immediately adjusts its portfolio after the end of quarter ¢ and
keeps holdings unchanged until the end of quarter ¢+ 1, so that passive growth from returns
yields the fund’s actual holding value of stock s at ¢t + 1.

Summing the implied values across all stocks yields the implied common equity at t:

ImpliedCE‘}f; = Z ImpliedValue‘}f;t,

SEVﬁt

where V;; denotes the set of fund f’s held stocks at time t inferred backward from t+1,
assuming the fund keeps its holdings unchanged after rebalancing at ¢ until ¢ + 1.

We define the implied passive equity exposure at t as

ait ImpliedCE%

PassiveEquityExposure}; = ———.
ATERD I ImpliedTA%f
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The active change of equity exposure is therefore

Active—AEEjifi St = PassiveEquityEXposure?cfi — EquityExposurey .
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Table A.8
Changes in funds’ equity exposure (alternative measure)

This table reports estimates from regressions relating changes in fund equity exposure to buffer indicators. The dependent variables are

AEE?"fﬁt 41 and Active—AEEjﬁfi VI EE%”Z denotes the fund’s total equity exposure in fiscal quarter ¢ and includes direct equity holdings,
equity derivatives, and equity ETFs, with ETF positions scaled by their underlying common-equity component. The indicator foo equals one

if Buffer;; < 0 and zero otherwise; is defined analogously. Control variables, measured at quarter ¢ for each fund, include the log of the
total net assets, the log of return standard deviation, net flow, and gross return. Standard errors are clustered by fund and fiscal quarter, and
t-statistics are reported in parentheses. ***, ** and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal
quarter.

0<B<5
Dy

AEE™ (%) Active-AEE™" (%)

Panel A: 2019-2024

Buffer<0 -0.694%** -0.720%** -1.652%** -1.613%** -0.531%** -0.542%** -1.439%** -1.426%**
(-4.03) (-4.26) (-5.48) (-5.31) (-3.40) (-3.59) (-5.43) (-5.33)
0<Buffer<5b -0.279%**F  _0.280%F*  _0.636***F  -0.595%** -0.152% -0.152%* -0.549%**  _0.537HF*
(-3.30) (-3.84) (-6.25) (-5.92) (-1.76) (-1.96) (-5.39) (-5.17)
Fixed Effects No Q Q+Fund Q+Fund No Q Q+Fund Q+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0004 0.0147 -0.0226 -0.0214 0.0002 0.0141 0.0752 0.0758
Observations 75,754 75,754 75,754 75,754 75,754 75,754 75,754 75,754

Panel B: 2023-2024

Buffer<0 -0.370** -0.383*** -1.271%F** -1.295%** -0.266 -0.268 -1.105%** -1.121%*
(-2.81) (-2.99) (-3.90) (-4.05) (-1.52) (-1.56) (-3.68) (-3.58)
0<Buffer<5b -0.209%* -0.184* -0.502%**  _0.507*** -0.163 -0.132 -0.386%**  _(0.385%**
(-1.82) (-1.86) (-4.21) (-4.32) (-1.56) (-1.36) (-3.36) (-3.32)
Fixed Effects No Q Q+Fund Q+Fund No Q Q+Fund Q+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0002 0.0062 -0.0809 -0.0796 0.0001 0.0044 0.0659 0.0670

Observations 28,921 28,021 28,921 28,921 28,921 28,921 28,921 28,921
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A.7. Additional results on fund performance

Table A.9
All funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:
Ret(FF4)f,t+h(%) =0y + 51D?,t<0 + 52D2§B<5 + V¢ + Oft+h-

Ret(FF4) f.+5 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns for fund f over horizons h = 1,2,3,4,5,6,9, and 12
months following quarter ¢. The indicator DBfO equals one if Buffery; < 0 and zero otherwise; D%B<5 is defined analogously. The regression

sample consists of all funds. Fund fixed effects ¢ absorb time-invariant differences across funds. "We use heteroskedasticity-robust standard

errors and report t-statistics in parentheses. ***, ** and * denote statistical significance at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 2M 3M 4M 5M 6M 9M 12M

Panel A: 2019-2024

Buffer<0 0.145 0.191 0.021 0.017  -0.111 -0.109 0528  1.936%**
(0.77) (0.78) (0.07) (-0.05)  (-0.31)  (-0.27) (1.11) (3.42)
0<Buffer<5 -0.042 0103 -0.228  -0.289 -0.239 0.034 0.216 0.367

(-0.43)  (-0.72)  (-1.27)  (-1.42)  (-1.06) (0.14) (0.68) (0.97)

Adjusted R-squared ~ 0.0020 0.0047 0.0051 0.0329 0.0557 0.0684 0.1152 0.1697
Observations 77,167 76,966 76,719 76,477 76,272 76,025 71,803 67,622

Panel B: 2023-2024

Buffer<0 20104 -0.397  -0.957FF  -1O14%*F 1078 -1.364%F  -1.784%F  -1.093
(-045)  (-1.21)  (-225)  (-217)  (-2.14)  (-245)  (-242)  (-1.14)
0<Buffer<5 0122 -0.274  -0.638%*%  -0.597FF  -0.663**  -0.573*  -0.593  -0.306

(-0.96)  (-1.40)  (-252)  (-2.13)  (-2.25)  (-1.85)  (-1.36)  (-0.59)

Adjusted R-squared  -0.0074 0.0004 -0.0050 0.0699 0.1246 0.1893 0.3231 0.4563
Observations 29,470 29,398 29,323 29,235 29,157 29,082 25,287 21,492
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Table A.10
Large-cap growth funds’ performance drag (weighted least squares)

This table reports coefficients from weighted least squares regressions of
Ret(FF4) ., (%) = o+ B1DF0 + B2DY57<" + 95 + efin-

Regression weights are total assets of fund f in fiscal quarter t. The dependent variable Ret(FF4) Fith 18 the cumulative sum of monthly Carhart

four-factor risk-adjusted returns for fund f over horizons h = 1,2,3,4,5,6,9, and 12 months following quarter t. The indicator DZ<? equals

f’t
one if Buffery; < 0 and zero otherwise; D%B<5 is defined analogously. The regression sample consists of large-cap growth funds. Fund fixed

effects v, absorb any time-invariant differences across funds within this segment. We use heteroskedasticity-robust standard errors and report

t-statistics in parentheses. Significance levels are denoted by ***, ** and *, corresponding to 1%, 5%, and 10% significance, respectively.
Return horizon
1M 2M 3M AM 5M 6M IM 12M
Panel A: 2019-2024
Buffer<0 -0.235 0.489 0.411 0.324 0.097 0.682 1.857 2.774%*
(-0.79)  (L.19) (0.75) (0.56) (0.13) (0.83) (1.52) (1.85)
0<Buffer<5 -0.473%F*  _0.641%F* -0.501 -0.858%F*  _0.767***  -(.898%** -0.493 -1.139

(-2.80)  (-2.90)  (-1.17)  (-2.66)  (-2.68)  (-3.36)  (-0.95)  (-1.38)

Adjusted R-squared  -0.0022 -0.0128 -0.0144 0.0166 0.0084 0.0223 0.0497 0.0899
Observations 6,161 6,150 6,130 6,120 6,108 6,090 5,742 5,398

Panel B: 2023-2024

Buffer<0 “0.885%%F L0516 -1.155%  -1.682%FF 2 BARFRK 2 A53EREK 3 7o7RRE _p ek
(-276)  (-1.06)  (-1.93)  (-2.95)  (-4.01)  (-3.74)  (-3.89)  (-7.73)
0<Buffer<5 S0.536FF J0.898%FF  L0.971F  -1.3TTHRE _1459%FX 2 001%FF  2.010%FF -2 685

(-272)  (-3.09)  (-1.78)  (-3.16)  (-3.67)  (-6.63)  (-279)  (-4.08)

Adjusted R-squared ~ 0.0297  0.0320  -0.0270  0.0495  0.1022  0.1364  0.1433  0.2685
Observations 2,365 2,363 2,355 2,352 2,347 2,339 2,019 1,697
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Table A.11
Large-cap growth funds’ performance drag (CAPM)

This table reports coefficients from OLS regressions of
Ret(CAPM), ;. ,,(%) = Bo + [31DJ§¢<O + [32D?§B<5 +f + €ft4h-

The dependent variable Ret(FF4) Fith is the cumulative sum of monthly CAPM-adjusted returns for fund f over horizons h = 1,2,3,4,5,6,9,
and 12 months following quarter ¢t. The indicator D?fo equals one if Buffery; < 0 and zero otherwise; D%B<5 is defined analogously. The
regression sample consists of large-cap growth funds. Fund fixed effects v¢ absorb any time-invariant differences across funds within this segment.
We use heteroskedasticity-robust standard errors and report t-statistics in parentheses. ***, ** and * denote significance at the 1%, 5%, and

10% levels, respectively.

Return horizon

1M 2M 3M 4M oM 6M 9M 12M

Panel A: 2019-2024

Buffer<0 07607 0377 -0.690%  -0.494  -0.295  0.214 1129 3.349%%*
(-3.27)  (-1.15)  (-L69)  (-1.21)  (-0.58)  (0.43)  (143)  (3.48)
0<Buffer<5 L0.A3TFRE L0.680FFF  0.801FFF  0.758FF%  0.647FF  -0.350  0.329  1.117*

(-3.64)  (-4.08)  (-3.74)  (-3.41)  (-2.46)  (-1.29) (0.78) (1.83)

Adjusted R-squared  -0.0003 -0.0069 -0.0121 0.0046 0.0026 0.0097 0.0309 0.0616
Observations 6,161 6,150 6,130 6,120 6,108 6,090 5,742 5,398

Panel B: 2023-2024

Buffer<0 CLT88HRE 2 062 3.310%FF  _36TIRRF _3.045%FF 3466 5.046%FF  6.943%%F
(-7.37)  (-8.38)  (-7.96)  (-9.75)  (-873)  (-8.20)  (-9.69)  (-12.37)
0<Buffer<5 OTTIRRE J1.800%KK  _1OAGRRE 2.242%K% 2 4OGFRF 2. 25TFFF  3.060%FF 2,041

(-5.76)  (-10.58)  (-9.01)  (-10.97)  (-10.85)  (-10.71)  (-8.88)  (-7.18)

Adjusted R-squared  0.0335 0.0516 0.0237 0.0964 0.0987 0.1343 0.1844 0.2865
Observations 2,365 2,363 2,355 2,352 2,347 2,339 2,019 1,697




Table A.12

Components of large-cap growth funds’ performance drag

This table presents the sources of underperformance for constrained and negative-buffer large-cap
growth funds. The exposure-adjustment effect captures the performance effect of adjusting total
equity exposure while keeping the within-equity portfolio weights unchanged. The large-position
rebalancing effect isolates the effect of rebalancing large positions (Weight Fost 2 5%) while keeping
both the total equity exposure and non-large positions fixed. The mean is the annualized equal-
weighted average of performance drags across funds. The impact, measured in billions of USD,
represents the dollar value of the performance drag, scaled by funds’ total assets. For 2019-2024,
the number of fund-quarter observations with 0 < Buffer;; < 5% is 409, whereas the number of
observations with Buffer;; < 0 is 115. For 2023-2024, the number of fund-quarter observations
with 0 < Buffery; < 5% is 351, and the number of observations with Buffer;, < 0 is 107. We
report t-statistics in parentheses. ***, **, and * denote significance at the 1%, 5%, and 10% levels.

0 < Buffer < 5% Buffer < 0
Mean Impact Mean Impact
(70) (3B) (%) (3B)

Panel A: 2019-2024

Exposure adjustment -0.148%%*  -0.717 -0.036
(-4.29) (-0.57)
Large-position rebalancing  -0.018 0.866 0.082
(-0.21) (1.17)

Panel B: 2023-2024

Exposure adjustment -0.163*%**  -0.692 -0.060
(-4.47) (-0.92)
Large-position rebalancing  -0.129 0.149 0.022
(-1.46) (0.33)

-0.304

0.248

-0.356

0.150
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A.8. Computation of stock returns adjusted for the Carhart four-
factor model

At the end of each month ¢, we compute the forward-looking A-month return for each stock
s, risk-adjusted following the Carhart four-factor model.

First, for the period from month ¢+1 to t+h, we calculate the cumulative return for stock
S (Rst+1-t+n), the cumulative risk-free rate (R 41-¢45), and the cumulative returns for the
four factors. The cumulative return for any asset or factor j over this period is computed

as:
t+h

Rj,t+1—>t+h = H (1 + Rj,m) -1, (A-29)

m=t+1

where R;,, is the monthly return of asset/factor j in month m. We denote the vector of the
four cumulative factor returns (MKTRF, SMB, HML, UMD) as F 1,11

Second, we obtain the vector of factor loadings for stock s at the end of month ¢, denoted

by Bs’t = (B;\ﬁKTRF, BE}XIB, BE}AL, Agivm)/ , by estimating the Carhart four-factor model using

the 252 trading days of data up to and including the last trading day of month ¢:
Tsa—Tpa = a5+ BETREMKTRE, + BSMBSMB, + BEMEHML, + BYMPUMD, + €54, (A.30)
where 774 and 7,4 are the daily risk-free rate and return of stock s, respectively.

Finally, we define the h-month factor-adjusted return for stock s, Ret(FF4)s.p as

~/

Ret(FF4)s7t+h = (Rs,t+1—>t+h - Rf,t+1—>t+h) - ﬁs,tFt—i—l—)t—i—h- (A.31)
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A.9. Additional results on return predictability

Table A.13
Stock return predictability (0 < Buffer;, < 5)

This table presents the ability of constrained ownership share C;; to predict stock returns adjusted
for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative return
over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups:
High C stocks with Cs; > 0, and Low C stocks with Cs; = 0. C,; represents the proportion of
stock shares held by funds with a buffer in the range [0, 5)% and a position weight of at least 5%.
We define High Vol,, as an indicator equal to 1 if Volatility,, exceeds the cross-sectional median
across all stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and,
within each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—month fixed effects, cluster standard errors at the stock level, and report t-statistics
in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon Return horizon
1M 3M 6M 9M 12M 1M 3M 6M IM 12M

Panel A: 2019-2024

High C 0074 0215 0605 1012 1288 0012 0036 -0.147 -0.016 -0.062
(0.80)  (0.84) (1.24) (1.37) (1.27) (0.14) (0.16) (-0.37) (-0.03) (-0.08)

High C x High Vol 0.150 0408 2.045% 2818  3.866
(0.65)  (0.67) (1.67) (1.53) (1.52)

High Vol 20.069 -0.251 -0485 -0.661 -0.664

(-1.18)  (-1.54) (-1.53) (-1.37) (-1.02)

Adjusted R-squared 0.0097  0.0092 0.0077 0.0070 0.0061 0.0097 0.0092 0.0078 0.0072  0.0063
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.319%F  1.253%%% 2 431%%* 3273%%% 4 057%%  0.005  0.385  0.208  0.558  0.430
(217)  (3.21) (3.21) (275) (229) (0.03) (1.08) (0.32) (0.55)  (0.29)
High C x High Vol 0.847+%  2.335%¥% 5 750K 7 0 1#4* 9 498%*
(2.56)  (2.73)  (3.51)  (2.77)  (2.46)

High Vol 0101 -0.294 -0.990% -1.640% -2.322*

(-0.99) (-1.02) (-1.76) (-1.80) (-1.79)

Adjusted R-squared 0.0077  0.0070 0.0036 0.0037 0.0018 0.0078 0.0073 0.0049 0.0048 0.0032
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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Table A.14
Stock return predictability (Buffer;; < 0)

This table presents the ability of constrained ownership share C;; to predict stock returns adjusted
for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative return
over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups: High
C stocks with Cs; > 0, and Low C' stocks with Cs; = 0. Cs; represents the proportion of stock
shares held by funds with a buffer less than 0% and a position weight of at least 5%. We define
High Vol as an indicator equal to 1 if Volatilitys, exceeds the cross-sectional median across all
stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and, within
each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—month fixed effects, cluster standard errors at the stock level, and report t-statistics
in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon Return horizon
1M 3M 6M IM 12M 1M 3M 6M IM 12M

Panel A: 2019-2024

High C 0.118  0.381  1.241%F 2.308%F* 3.683%%F 0,049  0.408% 1.110%* 1.920%** 2.280%*
(1.21)  (1.37)  (2.22) (2.68) (2.98) (0.60) (1.69) (249) (2.86) (2.54)

High C x High Vol 0185 -0.239  0.223 1328  4.546
(0.67) (-0.31) (0.15)  (0.53)  (1.31)

High Vol 0.067 -0.195 -0.303 -0.440  -0.500

(-1.15)  (-1.20)  (-0.97) (-0.93) (-0.78)

Adjusted R-squared 0.0097  0.0092 0.0078 0.0073 0.0066 0.0097 0.0092 0.0078 0.0073 0.0068
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.256%  0.804*%* 2.380%** 3.763FF* 5.679%FF 0,073  0.648% 1.810%F* 3. 174%0F 3 79455
(L84)  (211) (321) (3.22) (3.33) (0.62) (1.90) (279) (3.02)  (2.62)
High C x High Vol 0560 0424 1500 1235  5.282
(1.53)  (0.45) (0.86)  (0.47)  (1.28)
High Vol 20.066 -0.130 -0.542 -1.018  -1.696

(-0.64) (-0.45) (-0.97) (-1.12) (-1.32)

Adjusted R-squared 0.0076  0.0066 0.0035 0.0038 0.0025 0.0076 0.0066 0.0035 0.0040  0.0030
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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Table A.15
Stock return predictability (controlling for large position indicator)

This table presents the ability of constrained ownership share C;; to predict stock returns adjusted
for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative return over
1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups: High C
stocks with C,; > 0, and Low C stocks with Cs; = 0. Cs; represents the proportion of stock shares
held by funds with a buffer less than 5% and a position weight of at least 5%. The indicator Dairge
equals one if a stock accounts for a weight of at least 5% in at least one fund’s portfolio, and zero
otherwise. The regression sample includes stocks with prices above $5 and, within each month, the
largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We include year-month

kkk

fixed effects, cluster standard errors at the stock level, and report ¢-statistics in parentheses. ,
** and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 3M 6M IM 12M

Panel A: 2019-2024

High C 0.112 0207 0468  1.051  1.377
(1.21)  (0.81)  (0.95) (1.39) (1.34)
DLarge 0.000  0.175 0453  0.662  1.175*

(0.00)  (0.92) (1.25) (1.25)  (1.68)

Adjusted R-squared 0.0097  0.0092  0.0078  0.0072  0.0066
Observations 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.286%*% 0.914%* 1.820%* 2.799%* 3.660%*
(2.01)  (228) (231) (225)  (2.06)
Drarge 0.030 0249  0.645 0.728  0.980

(0.26)  (0.75)  (1.00)  (0.71)  (0.68)

Adjusted R-squared 0.0077  0.0070  0.0039 0.0042  0.0025
Observations 39,846 39,627 39,350 34,301 29,294
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A.10. Implementability of trading strategies

Table A.16
Investment strategy: lagged C

This table reports annualized daily alphas (%) from the Carhart four-factor model. Cs; represents
the proportion of stock shares held by funds with a buffer less than 5% and a position weight of at
least 5%. The Single-sort column presents results from sorting stocks each month into two groups
based on Cs;—3: a High C group with C above 0, and a Low C group with C = 0. We form two
value-weighted portfolios and hold them for one year. Double-sort with volatility columns present
results from independently sorting stocks each month into two volatility groups and the same two C
groups, forming 2 x 2 value-weighted portfolios held for one year. The sample includes stocks priced
above $5 and, within each month, the largest 50% of stocks by market capitalization, resulting in
kkk o kxk

2,806 stocks. We report Newey—West t-statistics using a five-day lag in parentheses. , ** and *
denote significance at the 1%, 5%, and 10% levels, respectively.

Single-sort  Double-sort with volatility
High Vol Low Vol

Panel A: 2019-2024

High C 1.65%* 0.74** -1.14
(1.71) (2.12) (-0.70)
Low C -1.60 -0.59 -1.92
(-0.87) (-0.19) (-0.83)

Panel B: 2023-2024

High C  2.23%* 10.93* -1.31
(2.19) (1.84) (-0.53)
Low C -1.75 -1.27 -1.94
(-0.78) (-0.39) (-0.63)
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A.11. Active funds

Table A.17
Changes in active funds’ large positions

This table presents coefficients from OLS regressions of

. W>5 B 0<B<5 W>5_ 1B W>5_ 40<B<5
AWeight o, 1 = Bo+B1Dg 5 +B2 D7 483D 5" "+ 5u(Dy 3" x DF )+ 85(Dy 3" x Dy =) +ep st
The weight indicator, D', is based on Weight;, (%). Buffer indicators, D¥, are based on
Buffery; (%). The regression sample focuses on active funds and includes stocks with prices above
$5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting
in 2,806 stocks. Standard errors are clustered at the stock level, and t-statistics are reported in

parentheses. , ™, and * denote significance at the 1%, 5%, and 10% levels, respectively. Q
denotes fiscal quarter.

Panel A: 2019-2024

5<W x Buffer<0 -0.071%* -0.072* -0.041 -0.073%*** -0.070**
(-1.91) (-1.92) (-1.53) (-2.87) (-2.44)
5<W x 0<Buffer<5 -0.044 -0.046 -0.016 -0.026 -0.021
(-1.12) (-1.15) (-0.69) (-1.17) (-0.90)
5<W -0.118%** -0.118%** -0.166*** -0.148%** -0.141%%*
(-4.32) (-4.30) (-9.25) (-9.36) (-8.89)
Fixed Effects No Q QxStock ngﬁizk + Q(S i?ﬁl{ d+
Adjusted R-squared 0.0024 0.0030 0.1484 0.1737 0.2104
Observations 5,528,105 5,528,105 5,528,105 5,528,105 5,528,105
Panel B: 2023-2024
5<W x Buffer<0 -0.070%* -0.071%* -0.040 -0.086*** -0.080***
(-1.90) (-1.91) (-1.49) (-3.44) (-2.90)
5<W x 0<Buffer<5 -0.033 -0.034 -0.017 -0.030 -0.024
(-0.78) (-0.81) (-0.63) (-1.12) (-0.85)
5<W -0.101%** -0.101%** -0.156*** -0.133*** -0.129%**
(-4.25) (-4.21) (-9.96) (-8.88) (-8.49)
Fixed Effects No Q Q xStock QXSE?E{ + Q(S >S<tFolfrl1{ d+
Adjusted R-squared 0.0022 0.0026 0.1550 0.1866 0.2146
Observations 2,106,250 2,106,250 2,106,250 2,106,250 2,106,250
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Table A.18

Changes in active funds’ positions and volatility

This table presents coefficients from OLS regressions of

AWeight; ;11 = 70 + v1 Weight s , , + v2Volatility, , + v3(Weight s , , x Volatility, ;) + ¢y, s i41-

We define Volatility, , (%) as the standard deviation of daily returns within the corresponding fiscal
quarter. The regression sample focuses on active funds and includes stocks with prices above $5
and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806
stocks. Standard errors are clustered at the stock level, and t-statistics are reported in parentheses.

kokk *k

, **, and * denote significance at the 1%, 5%, and 10% levels, respectively. Q denotes fiscal

quarter.
Panel A: 2019-2024
Weight -0.017#%* -0.017#%* -0.028*** -0.038%*** -0.031%%*
(-2.76) (-2.68) (-8.35) (-7.21) (-5.90)
Weight x Volatility — -0.008*** -0.008%*#* -0.009%*** -0.007*** -0.009%#*
(-3.66) (-3.60) (-6.70) (-5.40) (-5.36)

. QxStock +  QxStock +
Fixed Effects No Q QxStock Fund QxFund
Adjusted R-squared 0.0199 0.0206 0.1709 0.1880 0.2233
Observations 5,528,105 5,528,105 5,528,105 5,528,105 5,528,105

Panel B: 2023-2024
Weight -0.026%** -0.026%** -0.024*** -0.032%** -0.030%***
(-2.88) (-2.88) (-5.38) (-6.73) (-6.55)
Weight x Volatility -0.002 -0.002 -0.011%%* -0.008%*** -0.008%***
(-0.37) (-0.36) (-4.10) (-3.06) (-3.12)

. QxStock + QxStock +
Fixed Effects No Q Q% Stock Fund QxFund
Adjusted R-squared 0.0158 0.0162 0.1765 0.1984 0.2254
Observations 2,106,250 2,106,250 2,106,250 2,106,250 2,106,250
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Table A.19
Changes in constrained and negative-buffer active funds’ positions and volatility

This table reports coefficients from OLS regressions run separately for active funds with Buffery; < 0 and 0 < Buffer;, < 5%:

AWeight; _ .,y = o + 61(D} 50 x Volatility, ,) + 62(D}5" <° x Volatility, ,) + 63(D}5" <* x Volatility, ,)

> < <
pW=6 DESW<6 pAsW<s

+ 04 Fosit + 95 Fiot + ¢ Fiot + 57V01atility5,t + Nfst+1-

Weight indicators are based on Weight . , (%). Volatility, , (%) is the standard deviation of daily returns within the corresponding fiscal quarter. The sample
focuses on active funds and includes stocks with prices above $5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting
*kk Kok

in 2,806 stocks. Standard errors are clustered at the stock level, and t-statistics are reported in parentheses. , **, and * denote significance at 1%, 5%, and
10% levels. Q denotes fiscal quarter.

Buffer < 0 0 < Buffer < 5%
Panel A: 2019-2024
6<W x Volatility -0.040%* -0.041 -0.065* -0.055 -0.055 0.019 0.021 -0.018 -0.009 -0.016
(-1.68) (-1.64) (-1.77) (-1.47) (-1.37) (0.68) (0.71) (-0.64) (-0.33) (-0.54)
5<W<6 x Volatility -0.015 -0.017 -0.071+* -0.067* -0.048 -0.078%** -0.078%** -0.076%** -0.071%F* -0.064**
(-0.59) (-0.67) (-2.13) (-1.78) (-1.41) (-3.59) (-3.58) (-2.72) (-2.62) (-2.11)
4<W<5 x Volatility -0.014 -0.017 -0.021 -0.001 0.004 -0.026* -0.026* -0.023 -0.015 -0.020
(-0.66) (-0.77) (-0.60) (-0.02) (0.12) (-1.82) (-1.73) (-1.17) (-0.76) (-0.99)

. : QxStock + QxStock + QxStock + QxStock +
Fixed Effects No Q QxStock Fund QxFund No Q QxStock Fund QxFund
Adjusted R-squared 0.0265 0.0326 0.4927 0.5171 0.5666 0.0164 0.0189 0.3893 0.4137 0.4327
Observations 16,707 16,707 16,707 16,707 16,707 39,858 39,858 39,858 39,858 39,858

Panel B: 2023-2024
6<W x Volatility 0.030 0.032 -0.084* -0.060 -0.083* 0.103*** 0.105%** -0.009 0.011 0.008
(0.87) (0.93) (-1.75) (-1.18) (-1.67) (3.21) (3.26) (-0.22) (0.27) (0.19)
5<W<6 x Volatility -0.125%* -0.122%* -0.136*** -0.122%* -0.149%** -0.102%%* -0.107%%* -0.104** -0.081* -0.079*
(-2.25) (-2.23) (-2.62) (-2.32) (-2.82) (-2.95) (-2.95) (-2.46) (-1.89) (-1.70)
4<W<5 x Volatility -0.016 -0.013 -0.064 -0.067* -0.088** -0.006 -0.005 -0.001 0.004 -0.008
(-0.41) (-0.33) (-1.60) (-1.72) (-2.32) (-0.18) (-0.17) (-0.04) (0.14) (-0.29)

. " : QxStock + QxStock + . QxStock + QxStock +
Fixed Effects No Q QxStock Fund QxFund No Q QxStock Fund QxFund
Adjusted R-squared 0.0249 0.0271 0.4997 0.5326 0.5560 0.0164 0.0176 0.3791 0.4071 0.4190
Observations 9,959 9,959 9,959 9,959 9,959 26,155 26,155 26,155 26,155 26,155
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Table A.20
Changes in active funds’ equity exposure

This table reports estimates from regressions relating active funds’ buffers, Buffer;;, to changes in equity exposure. AEE;; ;11 denotes the
change in fund f’s equity exposure between fiscal quarters ¢t and ¢t 4 1. Active-AEE;; ;11 isolates the component of this change attributable to
active portfolio rebalancing, after netting out passive changes driven by stock returns. The indicator D]]?fo equals one if Buffer;; < 0 and zero
otherwise; D?%B@ is defined analogously. Control variables, measured at quarter ¢ for each fund, include the log of the total net assets, the log
of return standard deviation, net flow, and gross return. Standard errors are clustered by fiscal quarter and fund, and t¢-statistics are reported

in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels. Q denotes fiscal quarter.

AEE (%) Active-AEE (%)

Panel A: 2019-2024

Buffer<0 -0.656*** -0.667F** -1.467FF* -1.429%** -0.629*** -0.630*** -1.514%** -1.481***
(-3.59) (-3.81) (-4.50) (-4.28) (-3.74) (-3.98) (-5.24) (-5.03)
0<Buffer<5 -0.233%F*F  0.234%FF  _0.570%F*  -(0.541%** -0.179%* -0.196** -0.579*** -0.554***
(-2.91) (-3.44) (-5.46) (-4.72) (-2.16) (-2.50) (-4.97) (-4.49)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0004 0.0176 -0.0152 -0.0133 0.0004 0.0179 0.0005 0.0015
Observations 53,805 53,805 53,805 53,805 53,895 53,895 53,895 53,895

Panel B: 2023-2024

Buffer<0 -0.467** -0.473%* -1.409%** -1.332%** -0.344** -0.346** -1.161%** -1.188***
(-2.52) (-2.55) (-3.27) (-2.97) (-2.23) (-2.28) (-4.11) (-4.21)
0<Buffer<5 -0.184** -0.151** -0.512%** -0.452%** -0.185** -0.156* -0.450%** -0.461***
(-2.16) (-2.16) (-4.36) (-3.25) (-2.21) (-1.94) (-3.33) (-3.21)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0003 0.0052 -0.0815 -0.0758 0.0003 0.0060 -0.0557 -0.0505

Observations 20,541 20,541 20,541 20,541 20,541 20,541 20,541 20,541
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Table A.21
Active large-cap growth funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:

Ret(FF4) ., (%) = 8o + 61 DT + 6, D955 + v + g4

The dependent variable Ret(FF4) Fith 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns for fund f over horizons

h=1,2,3,4,5,6,9, and 12 months following quarter ¢. The indicator DB <0 equals one if Buffer;; < 0 and zero otherwise; D0<B <5 is defined

analogously. The regression sample consists of active large-cap growth funds Fund fixed effects v, absorb time-invariant dlfferences across funds
, and * denote significance

kkk  okk

within this segment. We use heteroskedasticity-robust standard errors and report t-statistics in parentheses. ,

at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 2M 3M 4M 5M 6M IM 12M
Panel A: 2019-2024
Buffer<0 -0.065 0.147 -0.035 -0.003 0.100 0.499 0.835 1.278
(-0.46) (0.72) (-0.13) (-0.01) (0.28) (1.34) (1.43) (1.64)
0<Buffer<5 -0.091 -0.257** -0.283* -0.401** -0.333* -0.174 -0.150 0.128
(-1.11) (-2.08) (-1.76) (-2.32) (-1.76) (-0.86) (-0.46) (0.27)
Adjusted R-squared 0.0130 0.0168 0.0335 0.0705 0.0754 0.0962 0.1445 0.2009
Observations 5,085 5,075 5,056 5,048 5,037 5,020 4,733 4,451
Panel B: 2023-2024
Buffer<0 -0.630%F**  _1.081*%*F*  _1.766*** -2 137F¥* _Q.357F** D A33¥**  _4 5H4*F** _G.331F**
(-3.85) (-4.58) (-5.86) (-6.42) (-6.62) (-6.85) (-8.88) (-13.22)
0<Buffer<5 -0.369***  _0.964**F* _1.305%** _1.790%** _1.927F**k D 173F¥*  _3.0206%*F* _3.439***
(-3.71) (-6.50) (-6.79) (-8.99) (-9.16) (-10.07) (-9.68) (-7.46)
Adjusted R-squared  -0.0063 0.0393 0.0388 0.0958 0.1357 0.1875 0.2599 0.3705
Observations 1,924 1,922 1,914 1,911 1,906 1,898 1,635 1,374




Table A.22

Components of active funds’ performance drag

This table presents the sources of underperformance for constrained and negative-buffer active
funds. The exposure-adjustment effect captures the performance effect of adjusting total equity
exposure while keeping the within-equity portfolio weights unchanged. The large-position rebal-
ancing effect isolates the effect of rebalancing large positions (Weight ¢, , > 5%) while keeping both
the total equity exposure and non-large positions fixed. The mean is the annualized equal-weighted
average of performance drags across funds. The impact, measured in billions of USD, represents
the dollar value of the performance drag, scaled by funds’ total assets. For 2019-2024, the number
of fund-quarter observations with 0 < Buffery, < 5% is 1,075, whereas the number of observa-
tions with Buffery;, < 0 is 613. For 2023-2024, the number of fund-quarter observations with
0 < Buffery; < 5% is 621, and the number of observations with Buffer;; < 0 is 313. We report
t-statistics in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels.

0 < Buffer < 5%

Mean

(o)

Impact

(3B)

Buffer < 0
Mean Impact
(%) (3B)

Exposure adjustment -0.067
(-1.00)

Large-position rebalancing -0.173**
(-2.14)

Exposure adjustment -0.115%*
(-2.45)
Large-position rebalancing -0.215%*
(-2.27)

Panel A: 2019-2024

-0.365

-0.386

-0.066
(-0.77)
-0.269%**
(-2.87)

Panel B: 2023-2024

-0.428

-1.041

-0.066
(-0.72)
-0.098
(-1.46)

0.009

-0.065

-0.325

0.032
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Table A.23
Stock return predictability (active funds)

This table presents the ability of constrained active ownership share Cs; to predict stock returns
adjusted for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative
return over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups:
High C stocks with Cs; > 0, and Low C stocks with Cs; = 0. C,; represents the proportion of
stock shares held by active funds with a buffer less than 5% and a position weight of at least 5%.
We define High Vol,, as an indicator equal to 1 if Volatility,, exceeds the cross-sectional median
across all stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and,
within each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—month fixed effects, cluster standard errors at the stock level, and report t-statistics
in parentheses. ***, **  and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon Return horizon

1M 3M 6M 9M 12M 1M 3M 6M 9M 12M

Panel A: 2019-2024

High C 0.138%  0.332  0.852% 1.384% 2066** 0083 0223 0275 0485  0.704
(1.65)  (141) (1.81) (1.86) (2.01) (1.08) (1.08) (0.71) (0.84)  (0.90)

High C x High Vol 0133 0201 1545 2476  4.009
(0.63)  (0.34) (1.32) (1.34) (1.57)

High Vol -0.065 -0.226 -0.448 -0.634 -0.662

(-1.09)  (-1.37) (-1.40) (-1.31) (-1.01)

Adjusted R-squared 0.0098 0.0092 0.0078 0.0071 0.0063 0.0097 0.0092 0.0079 0.0072 0.0065
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.208%% 1.087%F 2.475%F% 3.262%%* 4.640%** (0.031 0438 0652  1.090  1.311
(2.35)  (3.14)  (3.50) (2.90) (2.86) (0.27) (1.43) (1.08) (1.11)  (0.93)

High C x High Vol 0.728%% 1.762%% 4.842%F% 5 620%* 8.880%*
(244)  (226) (3.12)  (240) (2.57)

High Vol 0103 -0.271 -0.962* -1.575% -2.332%

(-1.00)  (-0.93) (-1.69) (-1.70) (-1.78)

Adjusted R-squared  0.0077  0.0069 0.0039 0.0039 0.0024 0.0078 0.0072 0.0049 0.0048 0.0038
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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A.12. Passive funds

Table A.24
Changes in passive funds’ large positions

This table presents coefficients from OLS regressions of

AWeight ;1 = Bo+B1D} 5 +BaDE 0+ 8 DY "+ 81D} 5 x DF )+ 85(DY 3 x DY) e f g
The weight indicator, D', is based on Weight;, (%). Buffer indicators, D¥, are based on
Buffers; (%). The regression sample focuses on passive funds and includes stocks with prices above
$5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting
in 2,806 stocks. Standard errors are clustered at the stock level, and t-statistics are reported in
parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively. Q

denotes fiscal quarter.

Panel A: 2019-2024

5<W x Buffer<0 -0.158%** -0.158%** -0.112%** -0.119%** -0.104%**
(-3.23) (-3.24) (-2.85) (-3.24) (-2.66)
5<W x 0<Buffer<5  -0.152%** -0.153*** -0.114%** -0.115%** -0.114%**
(-3.58) (-3.61) (-3.68) (-4.14) (-3.77)
5<W -0.119%** -0.119%** -0.159%** -0.155%** -0.150%***
(-3.65) (-3.65) (-6.96) (-8.36) (-8.03)
Fixed Effects No Q QxStock st;clizk + Q(S i?ﬁl{ d+
Adjusted R-squared 0.0039 0.0045 0.1302 0.1836 0.2519
Observations 5,985,814 5,985,814 5,985,814 5,985,814 5,985,814
Panel B: 2023-2024
5<W x Buffer<0 -0.157HK* -0.158%+* -0.129%** -0.134%%* -0.107**
(-2.89) (-2.90) (-2.64) (-2.78) (-2.10)
5<W x 0<Buffer<5  -0.155%** -0.155%** -0.134%%* -0.139°%** -0.144%**
(-3.17) (-3.18) (-3.59) (-3.98) (-4.10)
5<W -0.106%** -0.106%** -0.137#%* -0.139%+* -0.133%**
(-5.58) (-5.57) (-7.79) (-10.39) (-10.05)
Fixed Effects No Q Q xStock QXSE?E{ + Q(S >S<tFolfrl1{ d+
Adjusted R-squared 0.0038 0.0044 0.1298 0.1924 0.2582
Observations 2,248,620 2,248,620 2,248,620 2,248,620 2,248,620
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Table A.25

Changes in passive funds’ positions and volatility

This table presents coefficients from OLS regressions of

AWeight; ;11 = 70 + v1Weight s , , + y2Volatility, , + v3(Weight s , , x Volatility, ;) + ¢y, s i41-

We define Volatility, , (%) as the standard deviation of daily returns within the corresponding fiscal
quarter. The regression sample focuses on passive funds and includes stocks with prices above $5
and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting in 2,806
stocks. Standard errors are clustered at the stock level, and t-statistics are reported in parentheses.
ek and * denote significance at the 1%, 5%, and 10% levels, respectively. @Q denotes fiscal

quarter.
Panel A: 2019-2024
Weight -0.010** -0.010** -0.018%*** -0.020%** -0.010%**
(-2.48) (-2.43) (-6.14) (-5.17) (-3.31)
Weight x Volatility — -0.010%** -0.010%** -0.01 1% -0.01 1% -0.014%%*
(-5.12) (-5.09) (-11.65) (-10.27) (-9.62)

. QxStock +  QxStock +
Fixed Effects No Q Q% Stock Fund QxFund
Adjusted R-squared 0.0273 0.0279 0.1596 0.1985 0.2651
Observations 5,985,814 5,985,814 5,985,814 5,985,814 5,985,814

Panel B: 2023-2024
Weight -0.017%* -0.017%* -0.012%* -0.011°%* -0.009*
(-2.00) (-1.99) (-2.36) (-2.43) (-1.93)
Weight x Volatility -0.006 -0.006 -0.015%%* -0.015%** -0.015%%*
(-1.03) (-1.02) (-4.77) (-4.17) (-4.13)

. QxStock + QxStock +
Fixed Effects No Q Q% Stock Fund QxFund
Adjusted R-squared 0.0219 0.0223 0.1577 0.2047 0.2685
Observations 2,248,620 2,248,620 2,248,620 2,248,620 2,248,620
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Table A.26
Changes in constrained and negative-buffer passive funds’ positions and volatility

This table reports coefficients from OLS regressions run separately for passive funds with Buffery; < 0 and 0 < Buffer;, < 5%:

AWeight; .,y = o + 61(D} 50 x Volatility, ,) + 62(D}5" <° x Volatility, ,) + 65(D}5" <* x Volatility, ,)

fisit
> < <
pW=6 DESW <6 pAsW<s

+ 04 Foot + 05 Fiot + g Fiot + (57V01&tﬂitys,t + Nfst+1
Weight indicators are based on Weight, . , (%). Volatility, , (%) is the standard deviation of daily returns within the corresponding fiscal quarter. The sample
focuses on passive funds and includes stocks with prices above $5 and, within each fiscal quarter, the largest 50% of stocks by market capitalization, resulting
*kk Kok

in 2,806 stocks. Standard errors are clustered at the stock level, and t-statistics are reported in parentheses. , **, and * denote significance at 1%, 5%, and
10% levels. Q denotes fiscal quarter.

Buffer < 0 0 < Buffer < 5%

Panel A: 2019-2024

6<W x Volatility -0.109%** -0.113%** -0.281%** -0.319%** -0.315%+* -0.027 -0.028 -0.071 -0.089 -0.109**
(-2.75) (-2.80) (-4.43) (-4.49) (-4.50) (-0.94) (-0.95) (-1.30) (-1.58) (-2.39)
5<W<6 x Volatility -0.067** -0.073%** 0.146** 0.137 0.136* -0.055%* -0.052 -0.213%** -0.233%** -0.236%**
(-2.43) (-2.88) (1.99) (1.61) (1.68) (-1.73) (-1.59) (-3.24) (-2.89) (-2.92)
4<W<5 x Volatility -0.035 -0.032 0.059 0.076 0.074 -0.061%** -0.056%** -0.064** -0.065* -0.073**
(-0.92) (-0.83) (1.05) (1.11) (1.11) (-3.21) (-3.01) (-2.16) (-1.96) (-2.10)
Fixed Effects No Q QxStock ngltlizlk + QS i?uclll{ d+ No Q QxStock ngizfik + QS i?ﬁf d+
Adjusted R-squared 0.0670 0.0858 0.6613 0.6866 0.6847 0.0556 0.0584 0.4509 0.4704 0.5097
Observations 4,972 4,972 4,972 4,972 4,972 40,459 40,459 40,459 40,459 40,459
Panel B: 2023-2024
6<W x Volatility -0.009 -0.012 -0.825 -1.339%* -1.306** 0.025 0.023 -0.224** -0.234%%* -0.234%%*
(-0.11) (-0.14) (-1.62) (-2.05) (-2.19) (0.53) (0.49) (-2.48) (-2.64) (-2.87)
5<W<6 x Volatility -0.034 -0.048 -0.160 -0.037 -0.051 -0.178%* -0.179* -0.24 78 -0.268%+* -0.263%+*
(-0.42) (-0.59) (-0.54) (-0.10) (-0.14) (-1.83) (-1.87) (-2.70) (-2.82) (-2.78)
4<W<5 x Volatility -0.053 -0.057 2.036%** 1.405 0.900 -0.104%%* -0.104%** -0.094** -0.108%** -0.118%**
(-0.68) (-0.72) (3.55) (1.65) (0.96) (-3.73) (-3.77) (-2.55) (-2.68) (-3.03)
Fixed Effects No Q QxStock ngltlizk + QS iﬁfﬁ d+ No Q QxStock stltlz(:ik + Qg; i?jg d+
Adjusted R-squared 0.0543 0.0952 0.7439 0.7600 0.7576 0.0526 0.0540 0.4027 0.4262 0.4564

Observations 2,313 2,313 2,313 2,313 2,313 28,387 28,387 28,387 28,387 28,387
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Table A.27
Changes in passive funds’ equity exposure

This table reports estimates from regressions relating passive funds’ buffers, Buffers;, to changes in equity exposure. AEEf; ,;11 denotes the
change in fund f’s equity exposure between fiscal quarters ¢t and ¢t 4 1. Active-AEE;; ;11 isolates the component of this change attributable to

active portfolio rebalancing, after netting out passive changes driven by stock returns. The indicator D]]?fo equals one if Buffer;; < 0 and zero

otherwise; D?%B@ is defined analogously. Control variables, measured at quarter ¢ for each fund, include the log of the total net assets, the log
of return standard deviation, net flow, and gross return. Standard errors are clustered by fiscal quarter and fund, and t¢-statistics are reported
in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels. Q denotes fiscal quarter.

) )

AEE (%) Active-AEE (%)

Panel A: 2019-2024

Buffer<0 -1.349** -1.415%* -2.534*H* -2.53THH* -0.932%** -0.995%** -1.831%** -1.832%**
(-2.46) (-2.61) (-3.30) (-3.29) (-2.91) (-3.12) (-4.07) (-4.06)
0<Buffer<5 -0.425%FF  _0.447FFF  _0.907FF*  -0.900%** -0.321%%* -0.341%%* S0.71THEE -0.716+**
(-2.96) (-3.19) (-4.03) (-4.04) (-2.61) (-2.78) (-3.45) (-3.46)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0010 0.0193 -0.0219 -0.0219 0.0006 0.0218 -0.0034 -0.0035
Observations 91,859 91,859 91,859 91,859 91,859 91,859 91,859 921,859

Panel B: 2023-2024

Buffer<0 -0.694 -0.767 -2.379* -2.377* -0.431 -0.481 -1.546* -1.543*
(-0.95) (-1.03) (-1.81) (-1.81) (-0.88) (-0.97) (-1.75) (-1.75)
0<Buffer<5 -0.377* -0.375* -0.864**F*F  _(.888*** -0.217 -0.215 -0.608*** -0.617***
(-1.96) (-2.04) (-3.95) (-4.09) (-1.50) (-1.52) (-3.21) (-3.28)
Fixed Effects No Q Q-+Fund Q-+Fund No Q Q-+Fund Q-+Fund
Controls No No No Yes No No No Yes
Adjusted R-squared 0.0005 0.0068 -0.0885 -0.0877 0.0001 0.0064 -0.0656 -0.0644

Observations 8,380 8,380 8,380 8,380 8,380 8,380 8,380 8,380
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Table A.28
Passive large-cap growth funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:
Ret(FF4) ., (%) = 8o + 61 DT + 6, D955 + v + g4

The dependent variable Ret(FF4) Fith 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns for fund f over horizons

h=1,2,3,4,5,6,9, and 12 months following quarter ¢. The indicator DB <0 equals one if Buffer;; < 0 and zero otherwise; D0<B <5 is defined
analogously. The regression sample consists of passive large-cap growth funds Fund fixed effects v, absorb time-invariant dlfferences across funds
within this segment. We use heteroskedasticity-robust standard errors and report t-statistics in parentheses. ***, ** and * denote significance

at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 2M 3M 4M 5M 6M IM 12M

Panel A: 2019-2024

Buffer<0 “0.665  -1.663FFF  J1.636%  -2.062%FF _2.507FFF  _2.060%FF  -3.368%FF -3 632%%
(-1.59)  (-3.00)  (-1.82)  (-3.13)  (-3.80)  (-2.69)  (-3.30)  (-3.25)
0<Buffer<5 0.270%%  -0.226  -0.271  -0.437%F  -0.571FFF _0.080  -0.716%%  -0.827**

(-2.26)  (-1.41)  (-1.18)  (-1.99)  (-2.63)  (-0.33)  (-2.17)  (-1.98)

Adjusted R-squared  0.0277 0.0223 0.0195 0.0630 0.0911 0.1079 0.1715 0.2503
Observations 1,076 1,075 1,074 1,072 1,071 1,070 1,009 947

Panel B: 2023-2024

Buffer<0 S0.603  -1.896FFF 2 155%F 2 GOR¥FF 2 863K 2 395KF L4309k 3 775k
(-1.24)  (-2.86)  (-2.04)  (-3.34)  (-3.66)  (-2.54)  (-3.55)  (-2.87)
0<Buffer<5 0159 -0218  -0.322  -0.521%F  -0.558%F  -0.209  -0.992%%  -0.277

(-1.10)  (-1.16)  (-1.24)  (-219)  (-2.18)  (-0.68)  (-2.42)  (-0.59)

Adjusted R-squared  0.0580 0.0146 -0.0232 0.0708 0.1153 0.1462 0.2079 0.4151
Observations 441 441 441 441 441 441 384 323




Table A.29
Components of passive funds’ performance drag

This table presents the sources of underperformance for constrained and negative-buffer passive
funds. The exposure-adjustment effect captures the performance effect of adjusting total equity
exposure while keeping the within-equity portfolio weights unchanged. The large-position rebal-
ancing effect isolates the effect of rebalancing large positions (Weightﬁ&t > 5%) while keeping
both the total equity exposure and non-large positions fixed. The mean is the annualized equal-
weighted average of performance drags across funds. The impact, measured in billions of USD,
represents the dollar value of the performance drag, scaled by funds’ total assets. For 2019-2024,
the number of fund-quarter observations with 0 < Buffer;; < 5% is 497, whereas the number of
observations with Buffer;; < 0 is 120. For 2023-2024, the number of fund-quarter observations
with 0 < Buffery; < 5% is 254, and the number of observations with Buffers; < 0is 50. We report
t-statistics in parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels.

0 < Buffer < 5% Buffer < 0
Mean Impact Mean Impact
(70) (3B) (%) (3B)

Panel A: 2019-2024

Exposure adjustment 0.103 0.079 -0.727* -0.214
(1.07) (-1.71)

Large-position rebalancing -0.405***  -0.963 -0.246 -0.117
(-3.01) (-1.59)

Panel B: 2023-2024

Exposure adjustment -0.001 0.017 -0.639 0.042
(-0.01) (-0.92)

Large-position rebalancing -0.365***  -0.471 -0.279* 0.030
(-2.67) (-1.80)
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Table A.30
Stock return predictability (passive funds)

This table presents the ability of constrained passive ownership share C; to predict stock returns
adjusted for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative
return over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups:
High C stocks with Cs; > 0, and Low C stocks with Cs; = 0. C,; represents the proportion of
stock shares held by passive funds with a buffer less than 5% and a position weight of at least 5%.
We define High Vol,, as an indicator equal to 1 if Volatility,, exceeds the cross-sectional median
across all stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and,
within each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—month fixed effects, cluster standard errors at the stock level, and report t-statistics
in parentheses. ***, **  and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon Return horizon

1M 3M 6M 9M 12M 1M 3M 6M 9M 12M

Panel A: 2019-2024

High C 0021 0243 1136 2.681%* 3.390%* -0.053 0.197 0541 1415  1.266
(0.16)  (0.62) (1.49) (2.28) (2.12) (-048) (0.62) (0.94) (1.64) (L.11)

High C x High Vol 0200 0.005 1721 3.843  6.728
(0.53)  (0.01) (0.81) (1.18)  (1.56)

High Vol 20.068 -0.223 -0.386 -0.555  -0.581

(-1.20)  (-1.40) (-1.25) (-1.18)  (-0.90)

Adjusted R-squared 0.0097  0.0092 0.0077 0.0072 0.0063 0.0097 0.0092 0.0078 0.0073 0.0066
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.197  1.022% 2474%% 4.647%% 5510% -0.054 0465 0.751 2194  2.090
(1.00)  (1.79) (2.13) (2.55) (2.04) (-0.28) (0.86) (0.74) (1.34)  (0.93)

High C x High Vol 0795  1.739  5.277% 7.269% 10.238
(1.56)  (1.21) (1.88) (1.66) (1.48)

High Vol 0.064 -0.180 -0.698 -1.300 -1.913

(-0.64) (-0.64) (-1.27) (-1.47) (-1.51)

Adjusted R-squared  0.0076  0.0066 0.0031  0.0036 0.0017 0.0076 0.0067 0.0036 0.0043 0.0026
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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A.13. 75/5/10 rule

Table A.31

Diversified funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:

Ret(FF4) ;, (%) = Bo + BLDT=T % + o D0 4y o+ €

The dependent variable Ret(FF4) f.t+n 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns for fund f over horizons

h = 1,2,3,4,5,6,9, and 12 months following quarter ¢.

25<B<30
D

The indicator

20<B<25
Dys

equals one if Buffery, € [20,25)%, and zero otherwise.
is defined analogously. The regression sample consists of diversified funds with Buffery; > 20%. Fund fixed effects v, absorb any time-

invariant differences across funds within this segment. We use heteroskedasticity-robust standard errors and report ¢-statistics in parentheses.

kkk o kk

, **, and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 2M 3M 4AM 5M 6M IM 12M
Panel A: 2019-2024
20<Buffer<25 0.067 0.114 0.059 0.031 0.038 0.132 0.272 0.828***
(1.03) (1.18) (0.49) (0.22) (0.25) (0.79) (1.26) (3.25)
25<Buffer<30 -0.035 0.040 0.042 0.056 0.002 -0.062 -0.015 0.402**
(-0.75) (0.58) (0.48) (0.57) (0.02) (-0.53) (-0.10) (2.10)
Adjusted R-squared  -0.0038 0.0078 0.0124 0.0434 0.0734 0.0890 0.1476 0.2117
Observations 56,901 56,757 56,591 56,434 56,277 56,113 53,121 50,136
Panel B: 2023-2024
20<Buffer<25 0.107 0.061 -0.077 -0.102 -0.195 -0.233 -0.495 -0.751*
(0.94) (0.36) (-0.36) (-0.42) (-0.76) (-0.88) (-1.39) (-1.79)
25<Buffer<30 0.002 0.037 0.015 -0.088 -0.401***%  -0.561*** -0.990%** _1.048%**
(0.03) (0.36) (0.11) (-0.59) (-2.58) (-3.57) (-4.60) (-4.04)
Adjusted R-squared  -0.0199 -0.0169 -0.0193 0.0602 0.1196 0.1812 0.3134 0.4776
Observations 21,215 21,164 21,111 21,053 20,995 20,947 18,251 15,552
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Table A.32
Non-diversified funds’ performance drag

This table reports estimates from OLS regressions relating fund performance to buffer indicators:
Ret(FF4),, (%) = o+ B DJ%?tSB<25 + By Diig3<3o gt efean.
The dependent variable Ret(FF4) Fith 18 the cumulative sum of monthly Carhart four-factor risk-adjusted returns for fund f over horizons

h =1,2,3,4,5,6,9, and 12 months following quarter t. The indicator D]%(FBQS equals one if Buffery; € [20,25)%, and zero otherwise.
DJ%EFBGO is defined analogously. The regression sample consists of non-diversified funds with Buffery; > 20%. Fund fixed effects v¢ absorb

any time-invariant differences across funds within this segment. We use heteroskedasticity-robust standard errors and report ¢-statistics in

parentheses. ***, ** and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon

1M 2M 3M 4M 5M 6M 9M 12M

Panel A: 2019-2024

20<Buffer<25 0.013 0.165 0.210 0.100 0.121 0.266 0.201 0.010
(0.10) (0.84) (0.86) (0.36) (0.40) (0.83) (0.49) (0.02)
25<Buffer<30 0.010 0132  -0220  -0.158  -0.112  -0287  -0.403  -0.450

(0.08) (-0.77)  (-1.03)  (-0.66)  (-0.42)  (-1.00)  (-1.07)  (-1.06)

Adjusted R-squared  0.0079 0.0066 0.0018 0.0410 0.0653 0.0779 0.1243 0.1872
Observations 10,134 10,105 10,067 10,030 10,008 9,965 9,454 8,949

Panel B: 2023-2024

20<Buffer<25 -0.180 0.146 0.010 0.020 0.191 0.323 0573 -1.237
(-0.73)  (0.41) (0.02) (0.04) (0.35) 0.57)  (-0.75)  (-1.28)
25<Buffer<30 0.049 0.030  -0.005 0.029 0.351 0.451 0.520 0.568

(0.22)  (-0.10)  (-0.01)  (0.07) (0.76) (0.97) (0.80) (0.79)

Adjusted R-squared  -0.0244  -0.0100  -0.0181  0.0513  0.0968  0.1667  0.2821  0.4188
Observations 3,566 3,554 3,543 3,523 3,511 3,496 3,064 2,618




Table A.33
Stock return predictability (75/5/10 rule)

This table presents the ability of constrained ownership share C;; to predict stock returns adjusted
for the Carhart four risk factors. The dependent variable is the risk-adjusted cumulative return
over 1, 3, 6, 9, and 12 months following month ¢. Each month ¢, we sort stocks into 2 groups: High
C stocks with Cs; > 0, and Low C' stocks with Cs; = 0. Cs; represents the proportion of stock
shares held by diversified funds with a buffer € [20,30)% and a position weight of at least 5%.
We define High Vol,, as an indicator equal to 1 if Volatility,, exceeds the cross-sectional median
across all stocks, and 0 otherwise. The regression sample includes stocks with prices above $5 and,
within each month, the largest 50% of stocks by market capitalization, resulting in 2,806 stocks. We
include year—month fixed effects, cluster standard errors at the stock level, and report t-statistics
in parentheses. ***, **  and * denote significance at the 1%, 5%, and 10% levels, respectively.

Return horizon Return horizon

1M 3M 6M 9M 12M 1M 3M 6M 9M 12M

Panel A: 2019-2024

High C 0.165  0.734%%% 1.313%% 1.664%* 2147% 0000 0439  0.613 0958  1.407
(1.61)  (259) (2.38) (1.97) (1.84) (0.00) (1.61) (1.28) (1.28) (1.37)

High C x High Vol 0.416¥ 0708  1.746 1719  1.840
(1.76)  (1.13)  (1.48)  (0.96)  (0.77)

High Vol 0.084  -0252 -0.431 -0.559  -0.498

(-143)  (-1.55) (-1.36) (-1.16) (-0.76)

Adjusted R-squared 0.0097  0.0093 0.0078 0.0071 0.0062 0.0098 0.0093 0.0079 0.0072 0.0063
Observations 109,335 108,672 107,767 102,129 96,552 109,335 108,672 107,767 102,129 96,552

Panel B: 2023-2024

High C 0.327%  0.779% 1.946%% 2.737%% 4.019%% 0029 0457 0998 1505  2.655
(1.95)  (1.66) (2.28)  (2.06) (1.98) (0.17) (0.99) (1.24) (1.19)  (1.42)

High C x High Vol 0.774%%  0.803 2311 2853  3.038
(2.05)  (0.80) (1.30)  (1.06)  (0.73)

High Vol 0.083  -0.178 -0.674 -1.281 -1.784

(-0.81) (-0.62) (-1.19) (-1.41) (-1.38)

Adjusted R-squared  0.0077  0.0066 0.0032 0.0032 0.0016 0.0077 0.0066 0.0034 0.0036 0.0021
Observations 39,846 39,627 39,350 34,301 29,294 39,846 39,627 39,350 34,301 29,294
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Table A.34
Investment strategy (75/5/10 rule)

This table reports annualized daily alphas (%) based on the Carhart four-factor model. The Single-
sort column presents results from sorting stocks each month into two groups based on Cj;: a High
C group with C above 0, and a Low C group with C = 0. Cy; represents the proportion of stock
shares held by diversified funds with a buffer € [20,30)% and a position weight of at least 5%. We
form two value-weighted portfolios and hold them for one year. Double-sort with volatility columns
present results from independently sorting stocks each month into two volatility groups and the
same two C groups, forming 2 x 2 value-weighted portfolios held for one year. The sample includes
stocks priced above $5 and, within each month, the largest 50% of stocks by market capitalization,
resulting in 2,806 stocks. We report Newey—West t¢-statistics using a five-day lag in parentheses.
e #* and * denote significance at the 1%, 5%, and 10% levels, respectively.

9 9

Single-sort  Double-sort with volatility
High Vol Low Vol

Panel A: 2019-2024

High C  2.56* 10.20%* -0.35
(1.74) (2.04) (-0.20)
Low C -1.68 -0.38 -2.28
(-1.01) (-0.13) (-1.01)

Panel B: 2023-2024

High C  3.64* 14.62%* -1.43
(1.90) (2.07) (-0.51)
Low C -1.68 -1.63 -1.60
(-0.75) (-0.49) (-0.50)
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Table A.35
Investment strategy: lagged C (75/5/10 rule)

This table reports annualized daily alphas (%) from the Carhart four-factor model. The Single-sort
column presents results from sorting stocks each month into two groups based on C;_3: a High
C group with C above 0, and a Low C group with C = 0. Cy; represents the proportion of stock
shares held by diversified funds with a buffer € [20,30)% and a position weight of at least 5%. We
form two value-weighted portfolios and hold them for one year. Double-sort with volatility columns
present results from independently sorting stocks each month into two volatility groups and the
same two C groups, forming 2 x 2 value-weighted portfolios held for one year. The sample includes
stocks priced above $5 and, within each month, the largest 50% of stocks by market capitalization,
resulting in 2,806 stocks. We report Newey—West ¢-statistics using a five-day lag in parentheses.

e #* and * denote significance at the 1%, 5%, and 10% levels, respectively.

Single-sort  Double-sort with volatility
High Vol Low Vol

Panel A: 2019-2024

High C 2.56 10.26* -0.59
(1.62) (1.86) (-0.32)
Low C -1.30 0.24 2.01
(-0.76) (0.08) (-0.87)

Panel B: 2023-2024

High C 2.76 13.90%* -2.02
(1.46) (1.97) (-0.72)
Low C -1.28 -0.95 -1.42
(-0.57) (-0.29) (-0.45)

A-51



	.  Introduction
	.  Institutional background 
	.  The 50/5/10 rule 
	.  Data 
	.  Is the constraint binding? 

	.  How do funds respond? 
	.  Stock substitution 
	.  Equity exposure changes 

	.  Fund performance 
	.  Realized returns 
	.  Counterfactual portfolio returns 

	.  Stock return predictability 
	.  Constrained ownership share 
	.  Predicting individual stock returns 
	.  Trading strategy 
	.  Model 

	.  Active versus passive funds 
	.  Index concentration 
	.  How do funds respond? 
	.  Fund performance 
	.  Stock return predictability 

	.  Diversification under the 1940 Act 
	.  The 75/5/10 rule 
	.  How do funds respond? 
	.  Fund performance 
	.  Stock return predictability 

	.  Conclusion 
	.  Theoretical model 
	. Assumptions
	. Solving the model
	. Main results

	.  Additional figures 
	.  Instrumental variable estimates 
	.  Additional results on fund rebalancing 
	.  Additional results for Weight 
	.  Additional results for trade direction and size 

	.  How equity exposure is computed 
	.  Alternative measure of changes in equity exposure 
	.  Equity exposure including derivatives and ETFs 
	.  Alternative measure of active change in equity exposure 

	.  Additional results on fund performance 
	.  Computation of stock returns adjusted for the Carhart four-factor model 
	.  Additional results on return predictability 
	.  Implementability of trading strategies 
	.  Active funds 
	.  Passive funds 
	.  75/5/10 rule 


