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The investment world continues to race towards index investing
as the favored method of gaining equity exposure. Since 2006,
investors have withdrawn $1.2 trillion from active U.S. equity
managers and invested $1.4 trillion into U.S. index funds and ETFs.
Just last month, the $335 billion Qatari Sovereign Wealth Fund, a
renowned buyer of trophy assets, announced that it would be
moving towards passive equity management. With active managers having suffered almost a decade of poor performance versus
index funds, this trend seems to be unstoppable. Bernstein Research forecasts that over 50% of money invested in U.S. equities
will be passively managed in 2018. In the following sections, we
will review why investors are attracted to passive investing, and
why Market Street uses a blend of both active and passive managers.
MANAGEMENT FEES
One of the primary attractions of passive investing is the low management fees. Vanguard, Schwab and Barclays (iShares) have
been engaged in a race to almost immaterial fee levels; the
Schwab U.S. Broad Market Index Fund tracks the performance of
the largest 750 U.S. stocks and charges a management fee of just
0.03%. Compare this to active fees that can often exceed 1.50%,
fifty times as much! Active managers are encumbered by costly
research teams that undertake fundamental analysis; passive
funds do not incur this expense as they buy all the stocks in the
index that they track, irrespective of fundamental valuations.
Many investors prefer the certainty of low fees to the uncertainty
of active managers outperformance. Further, we can see that with
a 1.50% fee, an active manager needs to outperform passive managers by 1.47% just to match their performance. A tall order indeed!
TAXES
While taxes are of no concern to pension funds and tax-exempt
investors, after-tax return is what is most important to individual
and other taxable investors. A high pre-tax return may feel good,
but if a large chunk of the return is transferred to the taxing au-

thorities, the real economic outcome is not so good. Passive strategies adopt a buy and hold approach that do not realize large
capital gains. On the other hand, active managers buy and sell
stocks more frequently and this tends to realize capital gains.
Managers with more short-term investment philosophies are likely to realize more gains that are subject to high short-term capital
gain tax rates rather than the lower tax rates applicable to longterm capital gains. Some numbers may help to illustrate this. In
the example of a passive manager returning 10% and an active
manager returning 11%, it seems that the active manager wins.
However, if the active manager’s trading meant that 40% of the
return was subject to short-term capital gains, at a 28% tax rate
this would result in an after-tax return of 9.8%. The active manager has underperformed in light of the all-important after-tax analysis.
PERFORMANCE
Investors often buy index funds so they can be assured of performance that is broadly in line with the market. Although some index funds are better at tracking than others, this is certainly a
worthwhile objective. However, while the CASS Business School
reports that “almost all active managers fail to outperform the
market once fees are extracted from returns,” it is not quite as
simple.

Firstly, there are certain market environments that are more conducive to active management outperformance than others. The
current nine-year bull market coupled with low levels of volatility
and high correlations between stocks makes it difficult for active
managers to differentiate their returns. Additionally, the universe
of active managers needs to be segmented. There are areas of the
market that are especially efficient, such as large-cap U.S. equities; so much is known about the S&P 500 companies that it is
very hard for active managers to gain special insight. Conversely,
in areas of the market with less analyst coverage, such as U.S.
small-cap and emerging market equities, the scope for good fundamental analysts to gain a unique perspective is potentially
much greater. Active managers in less efficient segments of the
market have demonstrated a greater ability to consistently outperform, even after fees and taxes.
RISK MANAGEMENT
Investing with an active manager may seem intuitively riskier than
placing your money in an index fund. However, good active managers think about portfolio risk, something that a passive manager
cannot do. As a generality, fundamental research often leads active managers to invest in high quality companies which themselves also have a solid focus on risk management. When the market’s path is more volatile (rather than rallying for nine straight
years), such an approach can improve portfolio protection in falling markets. Additionally, an active manager may make changes
to the portfolio in difficult markets, to either buy attractive assets
or sell stocks where the fundamentals have become riskier. An
index fund does not sell a poorly performing stock until its market
capitalization (a reflection mostly of price) has shrunk so much
that it falls out of the index that is being tracked.
Market Street acknowledges that active manager skill varies
greatly, and broadly agrees with a Wharton Business School report concluding that “outperformers had only a 20% chance of
repeating the following year, and just a 10% chance of outperforming three years in a row.” In segments of the market that are
highly efficient, such as U.S. large-cap, Market Street has a greater

allocation to low-cost passive strategies. But in market segments
where we believe active managers can outperform, our manager
selection philosophy aims to select managers that blend high conviction with low turnover; we do not want to pay active fees to
closet indexers, and we do not want to give up return in the form
of taxes due to excessive short-term trading. We focus our search
for active managers in less efficient areas of the market, including
international equities as well as the various strategies in the Market Street Real Assets Fund.
While the active versus passive debate is likely to continue, the
amount of money passively managed is unlikely to increase indefinitely. The more money that is passively invested the more stocks
are bought regardless of valuation, leading to a greater possibility
for mispricing. Such an environment would provide greater opportunities for high conviction active managers and may start to
swing the sentiment pendulum away from passive and back to
active management.
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