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Preface 

 
The Hague, May 2010 
 
  
I take great pleasure in introducing this report on the benefits of active investing 
and index (passive) investing which has been compiled by the Dutch Fund and Asset 
Management Association (DUFAS). The content has been composed with great 
care by DUFAS in close collaboration with a selection of market parties.   
 
We hope that this report will contribute to the on-going debate about the com-
parative benefits of active investing and index investing and any combinations 
thereof.  
 
If you have any comments to make, we would be happy to receive them and use 
them in the updating process.  
 
We hope that you find this report interesting and useful in your professional prac-
tice. 
 
 
The Dutch Fund and Asset Management Association 
 
Hans H.M. Janssen Daalen 
General Director 
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Summary & Conclusions 
 
Index investing (passive management) means investing in an index; active manage-
ment means that the manager pursues extra return above the return on the index.  
 
From time to time, the debate about active vs. passive investing flares up, some-
times in one country, sometimes in another, sometimes among investors and asset 
managers and sometimes financial supervisors or regulators become involved. 
Sometimes passive investing or index investing is advised as a default option by gov-
ernment agents, primarily because of cost considerations.  
 
Obviously, to a client the costs of managing his assets is important; but other as-
pects play a part as well. It is all too easy to reject active management because of 
the costs involved. Apart from that any argument based on costs alone needs to be 
sound.  
 
DUFAS does not believe that index investing is simply a default option. Index in-
vesting requires a good choice of fund manager and an index in which the invest-
ments can be made, in just the same way as actively managed funds do. DUFAS be-
lieves that there is a role to be played in society by both active and passive man-
agement strategies. In compiling this report, DUFAS hopes to make a constructive 
contribution to the debate on the comparative merits of both forms of investing.  
 
It is vital that other relevant factors besides costs are not overlooked in this de-
bate. These are:  
 
� The function of capital markets and active investing in society;  
� The decision-making process which a client undergoes while compiling his in-

vestment portfolio;  
� The simplicity or complexity of both forms of investing;  
� A good grasp of the (types of) risks of active and passive management; and  
� Recent advances made in scientific research on active and passive asset man-

agement.  
 

It is often assumed that the last three factors play out in favour of index investing 
(simpler, less risky and scientifically superior). It is debatable, however, whether 
that is true. 
 

Expenses 
Proponents of passive investing make a valid point where expenses are concerned. 
A major difference between the cost structure of an index fund and an actively 
managed fund is the distribution fee, which includes the costs of investment advice. 
Using the business model developed in Europe in the 1990s, active managers have 
to charge investment costs to the management fee, whereas index funds do not in-
cur them. But this does not mean that good investment advice can be dispensed 
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with for index funds. And good advice costs money. 
 
When comparing expenses, it is also necessary to look at the real net returns (i.e. 
after all the costs have been deducted) of both active and passive management. In 
this way one can avoid the Total Expense Ratios (TER) of index funds (which do 
not include all cost components) from becoming a yardstick for evaluating the total 
expenses related to active and passive investing. Examples of expenses which are 
not included in the TER and return components which function to make the return 
on passive funds drop behind the index are: the transaction costs, the buying and 
selling costs of units of the fund itself, the non reclaimable dividend taxes and the 
stock price disadvantages caused by the transaction price of ETFs deviating from 
the net asset value of the ETF. Active funds have to deal with these issues as well. 
But they are the cause of the substantially larger underperformance of index funds 
(versus their index) than is generally assumed, based on their performance minus 
the TER. What is important is that the comparison is honest and based on a (net) 
comparison of all the costs, not just those in the TER.  
 

Needs of the client 
The needs of the client are more important than the costs incurred. The client, re-
tail or professional, first indicates his risk appetite and his goals, knowledge, experi-
ence and financial situation. The asset manager or investment adviser should then 
look for products and services that match the client and his characteristics (asset al-
location). The key question at this point in time is whether the products and ser-
vices are suitable for the client in terms of the risk and cost / benefit relationship. 
Often a mix of actively and passively managed funds is better than choosing only 
one of them.  
 
Additionally a role is played by the fact that clients increasingly prefer investments 
that meet socially responsible investing standards. In general, active investments are 
able to meet these requirements more closely because, in the case of index invest-
ing, the investor cannot exert any influence on the degree of socially responsible in-
vesting. 
 

The functioning of the capital markets 
The capital markets have a function in society. They form the market place where 
the supply of, and demand for, capital meet and the price for capital originates. This 
function can only be fulfilled if there are active investors. After all, without active 
investors, who study fundamental expectations related to the future of companies, 
the discovery of realistic prices would not occur. Moreover the founders of index 
investing, the proponents of the efficient market hypothesis, recognize the need for 
active investors. Index investors need active investors to make the rational price 
discovery happen. Having only index investors would be undesirable.  
 
Socially responsible investing is also relevant within the framework of the function-
ing of the capital markets. It is a form of active investing, where external effects, 
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however difficult to measure, can be weighted in the investment decision. An inves-
tor who invests in index funds will have little awareness of subjects such as corpo-
rate appointments, remuneration policy, balance sheet ratios, dividend policy, let 
alone social, governance and environmental issues related to the companies in 
which his index fund invests. He also has no influence on the composition of the in-
dex in which he invests.  
 

Simplicity 
Proponents of index investing say that index investing is simple. They mean the 
process that determines the composition of the index fund. The simplicity that cli-
ents seek is not only transparency in the investment process, but also in the pre-
ceding asset allocation. Choosing the right active funds from a universe of several 
tens of thousands of funds is not an easy task. But the fast growing supply of index 
funds makes choosing the right index fund almost as hard, and opting for index in-
vesting does not make the process of well-considered asset allocation redundant. 
 
There is transparency in index funds which invest in the exact contents of the index 
(full replication). There are a lot of other techniques varying from representative sam-
pling (which involves investments in e.g.. futures and options) and aggressive sampling 
(which involves investments in only a small part of the index) to synthetic indexing 
(which involves mainly derivatives) and enhanced indexing, which strives to outper-
form the index. In active management, some funds stay so scrupulously close to 
their benchmark, that they could better be qualified as index trackers (closet index-
ers). These developments have ensured that the totality of index investing and ac-
tive investing has become a continuum, where index investing is no longer purely 
passive and many forms of active management are more transparent than some 
forms of index investing. The distinction between passive and active asset manage-
ment is, in practice, not always sharp, but more of a sliding scale.  
 

Risks 
A marked difference between index investing and active investing is the relative dif-
ference with the index, the tracking error. This indicates the measure of deviation 
between the return of an investment portfolio and the development of the value of 
the index. Investment risk, however, consists first and foremost of market risk, also 
called absolute risk: the probability of profit and loss, volatility. This is where active 
and passive management do not differ. Index funds are not less risky than active 
funds. 
 
The risk involves more than a tracking error or volatility. In the same way as some 
of the active funds, index funds use derivatives and activities such as securities lend-
ing to improve results. There are risks attached to these instruments and activities, 
such as the counterparty risk and liquidity risk. The risks observed in active and 
passive investing are largely comparable. Index funds that invest completely syn-
thetically have large counterparty risks, where the counterparty is often the fund 
promoter.  



 
 

© DUFAS, May 2010  10 

 
In certain respects index funds carry more specific risks. An investor in a stock in-
dex fund stays close to the index and therefore invests in past winners. In bond in-
dices, the companies and countries which are most heavily indebted are weighted 
heaviest. These are two examples which should make one wonder whether it is 
wise to take this form of concentrated risk. Active funds may also involve specific 
risk. 
 

Scientific research 
Scientific research has been conducted on the subject of active/passive investing. 
There are purely theoretical approaches, such as the efficient market hypothesis 
(the theory behind the index funds) and theories such as the ones promoted by the 
behavioural finance school and proponents of the Adaptive Markets Theory. The em-
pirical research conducted on these theories has not generated unequivocal results. 
Research has also been completed on the performance of active funds, where vari-
ous prominent researchers have arrived at different conclusions. Research into the 
January effect and many other anomalies has suggested that the index can be sys-
tematically beaten, but only a significant sizable minority has succeeded in doing this 
consistently. 
 
Scientific literature is far from unequivocal about whether passive or active invest-
ing is preferable. In a public debate it is impossible to ally oneself based on unchal-
lenged scientific research to any one of these forms of investing.  
 

Conclusion 
Active investors pay distribution fees which give them a cost disadvantage vis-à-vis 
index funds. A debate on the distribution model is necessary to resolve this ine-
quality. Apart from that the stance of the proponents of index investing (who say 
that this passive form of investing is cheaper, simpler, less risky, and scientifically 
superior) can be challenged on good grounds and the (scientific) debate remains 
undecided.  
 
In advisory services the needs of the clients are paramount. Often a mix of actively 
and passively managed funds is better than selecting just one of these options, and 
while only active investors play an indispensable role in the functioning of capital 
markets, there is a role to be played by both active and passive investing. It cannot 
be argued that one form of investing is better than the other. 
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1. Introduction 
 
Index investing (passive management) means investing in an index; active manage-
ment means that the manager pursues extra return above the return on the index.  
 
The debate on active investing v. index investing, originated by macro-economic 
scientists, began in the asset management industry in the early 1990s, when the first 
index funds were introduced, and has recently flared up again. This is related to the 
absence of or modesty of the out-performance of many active funds in some in-
vestment categories in the period 2002-2007 and the huge market correction after 
the downfall of Lehman Brothers on the 15

th
 of September, 2008.  

 
Sometimes passive investing or index investing is advised as a default option by gov-
ernment agents, primarily because of cost considerations. A major difference be-
tween the cost structure of an index fund and an actively managed fund is the dis-
tribution fee, including the costs of investment advice.  
 
This report analyses the arguments that proponents and opponents of active invest-
ing and index investing use by examining scientific literature research. This debate 
has centred on the following points:  
 
� Costs 

Proponents of index investing are of the opinion that the costs of index invest-
ing are lower than those of active investing. This point is analysed in Chapter 3 
of this report.  
 

� Risk 
Proponents of index investing are of the opinion that the risk of index investing 
is lower than the risk of active investing. This point is analysed in Chapter 4 of 
this report. 
 

� Simplicity 
Proponents of index investing are of the opinion that the index investing is sim-
pler than active investing. This point is analysed in Chapter 5 of this report.  
 

� Scientific research 
Proponents of index investing are of the opinion that scientific research repeat-
edly demonstrates that active investing is not capable of beating the benchmark 
or the index. This point is analysed in Chapter 6 of this report.  
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2. DUFAS starting points 
 
2.1. Index investing has as much right to exist as active investing 
Index investing is not superior to other investment styles, but it may have a natural 
role to play as part of an investment strategy, depending on the needs and desires 
of the client. In other words: a mix of active investing and index investing is often 
better than opting for just one of them. The scientific originator of the efficient 
market hypothesis

1
 and it’s most important proponent

2
 are both no longer con-

vinced of the superiority of index investing, but recognize that active investing and 
index investing have equal rights to exist.  
 

2.2. Social merit  
The capital markets have a function in society which can only be properly fulfilled 
by active investors. They immerse themselves in the fundamental values and expec-
tations which are related to the future of companies and try as much as possible to 
act rationally. But not everyone needs to invest actively. If there were no move-
ments in the market because of active investors, index investors could not move 
with them and prices would no longer be related to the underlying reality of the 
company. A new company that wants a stock market quotation needs active inves-
tors who study the prospects of the company and determine what they are willing 
to pay for a share. Index investors will only buy a share when it is incorporated into 
the stock market index. If there were no new entrants to the stock market (and 
thus to the index), the index would slowly deflate because there are corporations 
in the index which will, at some point, cease to exist. If there were only index in-
vestors in the world and no active investors, the only thing that would move stock 
prices would be the stream of money in and out of the stock market. And the 
prices of the stocks would always move in the same direction.

3
  

 
It is active investors who occupy themselves with subjects such as socially responsi-
ble investing in all of its aspects.

4
 Socially responsible investing is a form of active in-

vesting, where external effects, however difficult to measure, can be weighted in 
the investments decision. An investor who invests in index funds will have little 
awareness of subjects such as corporate appointments, remuneration policy, bal-
ance sheet ratios and dividend policy, let alone social, governance and environ-
mental issues related to the companies in which his index fund invests. Such a pas-
sive investor, out of cost considerations alone, will not participate in, for instance, 
votes in shareholder meetings, nor will his fund manager.  
 

2.3. Symbiosis  
Active investors and index investors profit by each other’s existence. Index funds 
can be useful building blocks in clients’ investment portfolios. But more fundamen-
tally: as more and more investments are made by index investors, there are greater 
chances of human errors occurring in the discovery of the market price.

5
 As more 

people start following the index, more investors will start investing in popular 



 
 

© DUFAS, May 2010  13 

stocks, which may then become overvalued. This creates opportunities for active 
investors who look rationally at the value of the investment, based on the company 
figures, the quality of its management, its competitive position and the markets in 
which it is active (the fundamentals). Meanwhile active investing becomes increas-
ingly more difficult. The easier methods of evaluating stocks are becoming so widely 
used that the insights derived from them are most likely included in the stock price. 
Scientific research leads to the discovery of new phenomena which the market re-
acts to, sometimes causing these phenomena to disappear again.

6
 The active man-

ager, therefore, always has to develop better methods. Finally it may be expected 
that underperforming active managers will be driven from the market by the better 
ones – with the support of the index funds.  
 

2.4. Needs of the client  
The desires and needs of the client are more important than the costs of the in-
vestment solution that is chosen. The decision-making process does not work in 
such a way that costs are considered first and the wishes and needs of the investor 
afterwards, not even under the MiFID rules.

7
 The client, institutional or retail, first 

indicates his risk appetite – and his goals, knowledge, experience and financial posi-
tion. The asset manager or investment adviser then has to search for products and 
services with properties that are appropriate for the client (asset allocation). At 
that time, the primary concern is whether the products and services match the cli-
ents’ needs in terms of risk and it is only a secondary concern as to which invest-
ment products are possible in terms of costs-benefits.  
 
Additionally a role is played by the fact that clients increasingly prefer investments 
that meet socially responsible investing standards. In general, active investments 
meet these requirements more closely; with index investing the investor exerts no 
influence on the degree of socially responsible investing. 
 
2.4.1. Needs of the institutional investor 
Those who invest other peoples money, such as, for example, the boards of pen-
sion funds, have to invest the monies entrusted to them like a “prudent man”

8
 

would, taking into account (1) the needs of the beneficiaries, (2) the need to pre-
serve as much of the capital as possible and (3) the size and frequency of the in-
come from that capital. In other words: the institutional investor is accountable to 
the ultimate interested client for the changes in value of the investments. It is hu-
man nature not to be concerned if the financial markets go up, and the institutional 
investor lags behind slightly, but if the institutional investor lags behind strongly, 
that is more difficult for him to explain.  
 
It is also more difficult for institutional investors to beat the market if they are big-
ger. The bigger the investor, the more every movement of the market affects him 
and the more difficult it becomes to diversify, because the market impact becomes 
bigger. In those circumstances the costs component becomes more important. That 
is one of the reasons why many asset managers recommend a core-satellite ap-
proach

9
 where certain investments have to be of lower costs and other satellite in-
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vestments can have higher costs, provided that their extra return justifies it.  
 
Figure 1: Core-satellite strategies  

 
 
 
2.4.2. Convictions of the investor 
In the case of index investing it is certain that the value of the investments move 
along with the financial markets. Active management offers an opportunity to pro-
tect oneself against losses – but not absolute certainty. This is important because 
making up for losses of, for example, 50% requires a 100% return in the next pe-
riod. The choice is therefore also of importance with respect to the needs of many 
investors. The question here is whether the client accepts losing money because 
the entire market is going down, or whether he believes that an active attitude 
could limit his losses.  
 
The investor’s convictions (if any) also play an important role with regard to his in-
vestment decisions on asset classes, regions, sectors, and on investment strategies 
too. A client, who simply does not believe in index investing or active investing, will 
not have to do it as a consequence of the duty to care.  
 
 

3. Expenses  
Proponents of index investing most frequently cite expenses as the reason for their 
choice. They say that in view of the higher costs and risks related to active invest-
ing, opting for passive investing is obvious. This chapter analyses the scientific litera-
ture and explores whether the cost difference is indeed as large as the proponents 
of index investing say it is. The conclusion is that, generally speaking, the expenses 
of active funds and index funds differ a lot less than they appear to at first glance, 
judging by a comparison of the TERs alone.  

active or 
passive 

core 
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3.1. The importance of expenses: performance 
It is indeed important to look at expenses, because expenses are more or less fixed 
and return and risk are more uncertain. Expenses are important, because they are 
charged to the client and reduce his net return. And, of course, there is no sound 
reason to choose a more expensive fund (or other product) if there is an equiva-
lent product with almost the same risk and lower costs. But two different products 
with different costs often also differ in other respects which are reflected in the 
risk and the gross return that may be expected. The client is interested in the risk 
adjusted return after expenses, the net return. It is, therefore, reasonable to re-
quire the advisor, when asked, to explain and justify why he has chosen a more ex-
pensive active fund when there is also a cheaper passive fund available.  
 

3.2. Total Expense Ratio ≠ total costs of ownership 
It is often said that the absence of active management makes for lower costs and 
that the level of costs determines the underperformance of funds relative to the 
benchmark. Because actively managed funds require more hands-on research and 
because they trade more frequently, the TER is often higher than it is in passively 
managed funds.  
 
But, in choosing between active investing and index investing, one should not be-
come obsessed with the TER. Costs encompass more than just the Total Expense 
Ratio (TER). The TER consists mainly of the management fee and the other services 
which the fund pays for, such as custody fees for the depositary or custodian, ac-
countancy fees, legal fees, supervisory expenses and other operational expenses. 
For active funds the TERs usually amount to between 1% and 2%, but there are ex-
ceptions, both higher and lower. In index funds the TER’s are often between 0.2% 
and 0.7%, but in this case they most certainly do not tell the whole story.  
 
The most important expenses that are not included in the TER, but which the in-
vestor also has to pay, and which therefore form part of the “total costs of owner-
ship” are:  
(1) the transaction costs of the financial instruments which the fund buys and sells;  
(2) the subscription and redemption fees for units of the fund itself, which the in-

vestor buys and sells;
10
 and  

(3) the dividend tax.  
 
As the TER of index funds is significantly lower than the TER of active funds, the in-
fluence of the costs that are not included in the TER on the total cost of ownership 
for the investor is greater in the case of index funds. A comparison between active 
investing and index investing has to be balanced. The TER of an index fund cannot 
be compared to the real average underperformance of an active fund, which con-
tain many more expenses and performance-related factors. 
 
3.2.1. Transaction costs 
The transaction costs consist of the broker commissions, the bid-ask spread and 
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the market impact costs. These transaction costs may vary from 5 basis points 
(0.05%) for an American large cap index fund, to 90 basis points (0.9%) for an 
emerging market index fund. Research shows that, because of the often much 
lower TER of index funds, transaction costs can amount to one third of the total 
costs that the investor has to pay annually and can sometimes even cause a trebling 
of the total cost of ownership.

11
 In Europe, where all fund types are generally 

smaller than in America, these effects are usually larger.
12
  

 
As a rule of thumb it can be said that active funds trade more often than index 
funds and therefore have more transaction costs. But that is not always the case. 
With an active fund, transaction costs also depend on the investment strategy, 
whereas the manager of an index fund exerts no influence over the transaction 
costs because they are determined by changes in the index. In a value strategy for 
instance, undervalued stock is bought in order to sell it at a much later date when 
its value has improved; because so much time lapses between the two transactions, 
on an annual basis the transaction costs are lower.  
 
3.2.2. Dividend tax  
Scientific research

13
 shows that returns of index funds are generally lower than their 

TERs would lead one to expect. In the case of European index funds this is largely 
due to the negative effects of dividend withholding tax. Companies who pay out 
dividends to foreign investors have to withhold dividend tax. The rates for this vary 
from country to country, but are generally between 15% and 30%.  
 
Major suppliers of indices recognize the substantial influence exerted by dividend 
taxation on performance, and supply net indices, corrected for dividend withholding 
taxes, alongside the gross indices. In most fund performance literature these net in-
dices are, however, not used in the comparison of the performance of the funds 
with their benchmark.  
 
Comparing the performance of actively managed funds with net indices instead of 
gross indices and the performance of passively managed funds with net indices is 
therefore advocated. It would be even better to compare the performance of active 
and passive funds directly, without using a benchmark.  
 
3.2.3. Cost of advice 
Where actively managed funds are concerned, the adviser is paid out of the man-
agement fee which the fund manager charges to the client. This is part of the TER. 
Index funds have no in-built fee for advice and these charges have to be added to 
the total costs for the investor, because advice costs money.  
 
To compare active funds to index funds, one would have to compare either an ac-
tive fund (excluding its distribution fee) to an index fund, or an active fund (includ-
ing its distribution fee) to an index fund, plus a reasonable fee for advice.  
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3.3. Short term and long term performance 
There is scientific research

14
 which suggests that the returns of index funds and ac-

tive funds don’t differ much in the long run, but that in the short run active funds 
score better – after deducting expenses. In this respect one must also conclude 
that active funds and index funds do not exclude each other, but complement each 
other.  
 
 

4. Risk 
Proponents of passive management argue that the risks of index investing are sig-
nificantly smaller than those of active investing, because the divergence from the 
benchmark is smaller for index funds than it is for active funds. However, this posi-
tion is incorrect. Risk is more than merely the tracking error or the volatility. In-
vestment risk is first and foremost market risk, also called absolute risk, the possi-
bility of profit and loss, the volatility. Active and passive funds do not differ from 
each other in this respect. The risks of index investing and active investing can both 
be managed well, and can be mitigated and hedged when an investor combines an 
index strategy with active investing. Whether the investor actually wants to do that 
is also dependent on his risk appetite.  
  

4.1. Correlation between sources of return 
To measure the total investment performance correctly, the total portfolio return 
must be corrected for the total risk taken. The total risk is reduced enormously 
when the active manager ensures that the investments in the portfolio are not cor-
related (or are only correlated minimally) with the benchmark. This can be illus-
trated in the following way: Let us suppose that an index investor, because he is not 
fully invested, either temporarily or not, in his benchmark, has an active risk/track-
ing error of 2%. His active return will, by definition, be perfectly correlated with the 
benchmark. As a consequence, when the benchmark risk is 10%, his total risk is 
12%. Conversely, if another (active) investor with the same benchmark also has a 
tracking error of 2%, but his return is not correlated at all with the benchmark, 
then his total risk is not 12%, but just 10.2%.

15
  

 

4.2. Market value weighted indices 
Most indices are market weighted: the stocks are included at a weight which ap-
proximates their market capitalisation. This causes the index weights to move 
automatically with the price movements of the stocks in the index. One can inter-
pret this as a convenience for the client, but at the same time it is a fluctuating risk. 
The total risk of the index fluctuates, because the weights of, for example, the 
stocks, the regions, the sectors, fluctuate in time, without anything changing in the 
name of the index or the index tracker.

16
  

 
Those who invest in market weighted indices are investing in the winners of the 
past. An MS World Index fund, for example, invested 27% in financial companies in 
2007, but by 2009 this had dropped to only 15%.

17
 At the turn of the century, 
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benchmark investments were heavy in information technology and telecom. In the 
early 1990s almost 50% of the MSCI benchmark was in Japan, but investments there 
gave poor returns thereafter. The mounting debt of Greece means that Greece’s 
weight in a Euroland Bond Index has increased significantly. An active investor, in 
comparison with an investor who invests exclusively in indices, can extract himself 
from the extra risk that emerges from this situation. Those who combine active 
and passive investing can hedge the risks they observe in their passive portfolio 
through their active portfolio.  
 
Because of these drawbacks, smart indexing has recently been developed. See para-
graph 5.1.3. of this report.  
 

4.3. Tracking error 
Where exchange traded funds are concerned, which many index funds are, the 
tracking error

18
 doesn’t say much about the real risk that the investor is running, 

because the tracking error only measures the divergence of the investment portfo-
lio from the return of the benchmark, based on the net asset value (NAV) of the 
investments in the fund, i.e. before trading expenses and other expenses have been 
deducted. When a tracking error for an ETF is 20 basis points (0.2%), it can in-
crease to more than 4% based on real exchange prices of the ETF.  
 
An index fund can beat the index with a low tracking error, if it can obtain extra re-
turn through securities lending. However, securities lending also involves risks,

19
 

which are not incorporated in the tracking error. When a fund outperforms, this is 
generally accompanied by a relatively high tracking error.  
 

4.4. Index arbitrage 
The literature has shown that one of the disadvantages of index investing is that 
those who follow the index have to adapt their portfolios when the index is 
changed, but they are not allowed to do that until the announced change is imple-
mented. But by this time the index arbitrageurs have already traded, for example, at 
the time the index change was first announced, which is usually weeks in advance. 
This practice is called index front running.

20
 The consequence of this is that index 

funds lose performance because they have to buy the new stocks too expensively 
and sell the old investments too cheaply.  
 

4.5. Liquidity and tradability 
Apart from the normal risks described above, which all index funds share, in the 
universe of index funds there are certain types with particular risks which deserve 
the active attention of the investor before he invests in them.  
 
4.5.1. Small size 
ETFs may have few assets under management, irrespective of the type of index 
fund. This may create a liquidity and tradability problem and, in this case, it may not 
always be in the interests of an institutional investor to invest substantial sums in 
such a fund.

21
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4.5.2. Bond index trackers 
Index funds which invest in less liquid markets, such as the bond market, have their 
own particular problems too. Bond index trackers – just like active bond funds – 
are generally not as liquid as the market in which they invest, because the investor 
trades with the open end investment fund itself, or (in the case of an ETF) on the 
stock exchange, where the current and historic prices are available for all investors, 
not just institutional investors. But the lack of liquidity in the bond market (it is not 
uncommon for bonds not to be traded for days or weeks on end) makes it difficult 
for the index tracker to have enough liquid bonds to be able to track an index. This 
problem is greater for corporate bonds than it is for sovereign bonds. The problem 
is often solved by using representative sampling (see paragraph 5.1.1). Generally 
speaking the selected bonds in the representative sample will be the largest and 
most liquid ones in the index.

22
  

 
In extreme market conditions it has become clear that the trackers in liquid bonds 
in many cases offered insufficient liquidity to their investors, often because they 
tapped into other (more risky) sources of income to ensure that they matched the 
performance of the index and met expenses.   
 
The lack of frequent trading leads to outdated trading prices for individual bonds 
and therefore an outdated index. So index providers try to interpolate more recent 
prices using complicated techniques (matrix pricing). Thus large, liquid index trackers 
can exist which follow an index consisting of several “real” prices and some esti-
mated ones. This may lead to a tracking error, which can manifest itself as a dis-
count or surcharge on the net asset value or on the performance, which is different 
from the performance of the index. But who is right in that case, the index or the 
fund?  
 
4.5.3. Leveraged index trackers 
Leveraged index trackers invest, partially with borrowed money in the shape of de-
rivatives (such as options, swaps and index futures), to achieve a return which cor-
responds with the index. These investment methods are also available separately to 
the individual investor, but are more complicated than the traditional method of 
buying shares and they require a larger amount of capital. The advantage of lever-
aged index trackers is that buying them is less complicated and that less capital is 
needed, which is certainly of interest to the retail investor.  
 
But retail investors often do not see the disadvantages connected with this type of 
investment. Whilst the profit of the underlying financial instruments is magnified, 
the loss is also magnified to an even greater extent.

23
 Apart from this, the transac-

tion costs of a fund such as this are enormous because the leverage ratio (which 
moves because the market moves, but the fund manager has a fixed target for it, 
for example 50%) has to be managed.

24
 It is a form of investing with borrowed 

money, which is something regulators warn against.
25
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5. Simplicity 
Proponents of index investing say that the investment goals of index funds are easy 
to understand. It is transparent from the composition of the index in which assets 
the investments will be made. It is claimed that it makes a complicated asset alloca-
tion process superfluous. Asset allocation is the process of determining the mix of 
stocks, bonds and other asset classes to match the level of risk that the investor 
desires and includes the risk attitude, net return, net value, knowledge of invest-
ment concepts and time horizon. According to the proponents of index investing, a 
combination of a number of index funds can be used to implement a full range of 
investment strategies, from high to low risk.  
 
Selecting the right active fund from the universe of several tens of thousands of 
funds is not an easy task. Proponents of index investing are right about that. But the 
analysis of the market of index funds below illustrates that selecting the right index 
fund is not any easier. This is because:  
(1) index funds are not always a copy of the index, and 
(2) there are many different index funds for many different markets.  
 
From the analysis conducted in this chapter we can conclude that a well composed 
“passive” portfolio of only index funds also requires active choices to be made. 
There are no real differences between index investing and active investing in this 
respect.  

 
5.1. Index funds are often a sample of the index /market 
Index funds are often a sample of the index instead of an exact copy of it. Index 
trackers try to replicate the performance of an index with an investment portfolio 
which contains the exact contents of the index (full replication), or a representative 
sample thereof (sampling strategy).

26
 Adaptation of the holdings is only done when 

companies leave the index or are incorporated into it. This is called passive sam-
pling.  
 
5.1.1. Sampling strategies 
Other index trackers use a more active selection strategy of representative sampling, 
investing 80-95% of their money in the financial instruments in the index, and the 
remaining 5-20% in other things, such as futures, option contracts, swap contracts 
and financial instruments that are not in the index, but which the fund manager be-
lieves will help the index tracker to achieve his investment goal.  
 
Index trackers which invest in indices with thousands of underlying financial instru-
ments sometimes use aggressive sampling, which means they invest in only a very 
small proportion of the underlying financial instruments.

27
 

 
There is also synthetic indexing: a modern technique of using a combination of stock 
index futures and investments in bonds with low risks to replicate the performance 
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of comparable investments in stocks that are in the index. While maintaining the fu-
tures position involves a somewhat higher cost structure than passive sampling, it 
can be tax efficient, especially for international investors who are subject to the 
American dividend withholding tax for their investments in the US. This does, how-
ever, involve the counterparty risk which derivatives have.  
 
Finally there is a strategy called enhanced indexing in the market place, which is 
really a form of active investing. Enhanced indexing is the collective name for im-
provements in the management of index funds which are aimed at increasing re-
turn. This type of fund uses a wide range of techniques, including made to measure 
indices (instead of relying on commercially available indices), trading strategies, ex-
clusion rules and timing strategies. Some argue that the cost advantage of the index-
ing method may be reduced and even disappear when this type of active manage-
ment is employed.  
 
5.1.2. Indices do not reflect the whole market  
Index funds make interesting and often exotic investment opportunities accessible 
to the retail investor, because they offer easy access to more exotic markets such 
as the Taiwanese or Egyptian stock exchange or the Global Clean Energy index. But 
the indices which are used by index investors do not cover the entire market for 
which they are an indicator.  
 
Country indices give the impression that the investor, by investing in them, is ex-
posed to the economy of that country. However, that is not always the case, be-
cause the index usually contains the companies quoted on the stock exchange of 
that country, and these are generally the larger enterprises. Scientific research

28
 

demonstrates that listed companies in a country generally underperform compared 
to the growth of the national economy.  
 
Besides that, the MSCI World Index for example covers 70% - 90% of the global 
stock market. The FTSE 100 is still regarded by many retail investors as a reflection 
of the British economy, but it hasn’t been that way for a long time now.

29
 And it is 

also not very clear why certain stocks are included or excluded in indices, especially 
in stock market indices.  
 
5.1.3. Indices over-weight and under-weight certain stocks 
Many indices are market capitalisation weighted. That means that overpriced stock 
is by definition weighted (too) heavily and that underpriced stock is weighted (too) 
lightly. The active investor then concludes that this means an investor is buying the 
past winners, not the future ones. In bond indices, the most heavily indebted com-
panies are weighted the heaviest; these are not the type of investments you want in 
a recession.  
 
Because of these drawbacks, smart indexing or fundamental indexing has recently 
been developed where the weight in an index is not determined by market value 
but by other characteristics (for example, the book value of the stock, the total 
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dividend, or the risk of the stock). The index suppliers show that the historical rela-
tionship between risk and return is more favourable in these smart indices when 
compared to the naive market value weighting. This strategy reduces the volatility 
and may give a higher return in world wide indices, but not in country-specific 
ones.

30
 What corresponds with passive investing is that these smart indices are of-

ten broadly diversified and the transaction costs incurred following the index are 
relatively low. These smart indices often play into known quantitative factors which 
predict abnormal returns, and therefore resemble systematically executed active in-
vestment strategies.

31
 According to some, this form of index investing is more like 

active investing than passive investing, because they assume that certain stocks will 
outperform the market as a whole.

32
  

 

5.2. The universe is enormous 
The Dow Jones Industrial Average, the S&P 500, the Nasdaq Composite, the Wilt-
shire Total Market Index, the Russell 2000 and the Morgan Stanley Capital Interna-
tional (MSCI) are important indices. The total number of indices is estimated to run 
into the thousands, and there are several index investment products listed per in-
dex. By the end of July 2009 there were some 1,680 exchange traded funds avail-
able worldwide,

33
 with some 3,100 listings. Of those, 753 were European funds with 

US$ 183 bn assets under management and 706 were in the United States with US$ 
582 bn assets under management.

34
 By the end of 2009 there were 1,939 ETFs by 

109 providers, with 3,775 listings on 40 exchanges and US$ 1,032 bn assets under 
management.

35
  

 
The first index funds held a basket of financial instruments which represented the 
components of the major stock exchange indices. Many of the more recent index 
funds are based on more specialised indices (related to specific industries or market 
sectors), including indices that have been specially designed for a specific index fund, 
bond indices and international indices. There are indices for a large number of mar-
kets, including broad indices, international and country specific indices, industry 
specific indices, bond indices and commodity indices. The supply is immense, which, 
by the way, is also true for active funds. 
 

5.3. Consequences for the investor 
It is, therefore, sensible for the investor to study the composition of the investment 
portfolio of an index fund. Because some indices, such as the S&P 500 or the FTSE 
100 are dominated by stocks of large companies, an index fund may have concen-
trated a large percentage of its investments in a few major corporations. This posi-
tion reduces diversification and may increase the volatility and the investment risk, 
which is of importance to an investor who is looking for a diversified fund.  
 
With the more exotic products, in particular, it is possible for the fund to invest in 
a small number of companies, of which a small part comprises most of the invest-
ment portfolio. When those few stocks which comprise the larger part of the in-
vestments of the fund are well known S&P 500 names, the investor has to wonder 
whether the tracker in question is more worthwhile than investing directly him-
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self.
36
 Many financial instruments reduce volatility, by reducing the influence of large 

price fluctuations below or above the average return of one of those instruments.
37
  

 
If an investor wants to incorporate several index funds in his portfolio, he should 
compare the composition of all the desired index funds, because they may overlap 
and/or contain correlations. Several index funds may invest in the same corpora-
tion, for example, if that corporation has a listing on more than one exchange. Cor-
relations exist, for example, when companies from one index are suppliers or buy-
ers of companies in another index.  
 
The investor should also make an analysis of this type in the case of active funds; 
the above merely illustrates that index investing is not simpler than active investing.  
 
 

6. Scientific research  
Proponents of index investing say that scientific research shows that index invest-
ing, corrected for expenses and risk, generates at least as good a performance as 
active investing, and often an even better performance. In this chapter this position 
is approached in two ways. In the first place, the question is examined as to 
whether the research method employed is suitable for answering the question 
about the superiority of index investing vis-à-vis active investing. In the second 
place, we examine scientific literature to determine whether the efficient market 
hypothesis, the foundation stone of index investing, has an absolute and universal 
validity or not.  
 

6.1. A lot of performance research is not suitable for the selection of funds 
The research that index investors do into the tracking error of their own funds is 
part of their quality control. After all: the closer the fund is to the index, the better 
it fulfils its promise to its investors.  
 
Proponents of index investing often quote economic research into the efficient 
market hypothesis. But that research is not suitable for fund selection purposes. 
The reasons for that are as follows:  
 
6.1.1. Methodological criticism 
Most research suffers from confirmation bias,

38
 which is the phenomenon that most 

people usually look for proof that their hypothesis (in this case the efficient market 
hypothesis) is valid, while it is much easier to try to falsify the hypothesis.

39
  

 
6.1.2. Epistemological problems 
Active managers, who have found an investment strategy which beats the market, 
are not likely to make that strategy public for reasons of competitive advantage. 
That is why the scientific literature is awash with research into investment strate-
gies that apparently do not work.

40
  

 
Also, the particular time period analysed, the benchmark that is used and the se-
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lected funds all influence the outcome of most of the research.  
 
6.1.3. Averages do not mean much 
The performance of all active investment funds combined is such a large part of the 
performance of the total market that together they will, on average, hardly deviate 
from the market at all. All the investors together are the market and together they 
achieve the market return (zero sum game).

41
  

 
Scientific research

42
 which breaks down active funds in closet indexers, factor bets, 

concentrated stock pickers and diversified stock pickers, shows that the perform-
ance of the whole group is negatively impacted by the closet indexers and that the 
diversified stock pickers, in particular, show sustained outperformance after the 
deducting of expenses.  
 
6.1.4. Classification and the weighting of funds 
Much of the research does not classify funds objectively but classifies them as active 
or passive because they have labelled themselves that way. Many funds which call 
themselves “active” stay so scrupulously close to their benchmark, that it would be 
more accurate to classify them as index trackers (closet indexers). These contami-
nate the performance figures of the really active funds. According to the Vanguard 
Group, a well-managed S&P 500 index fund should have a tracking error (which is 
the extent to which returns deviate from the return of the index) of 5 basis points 
or less, but Morningstar research showed an average of 38 basis points for all index 
funds together.

43
 When the tracking error is, on average, very high, the index fund 

deviates so far from the index that the risk that the investor is avoidably disap-
pointed is very real. Funds are in reality only active or passive when their average 
tracking error or active share (the measure in which investments deviate from the in-
dex weighting) indicates it. 
 
In most research every fund gets the same weighting, regardless of their size, which 
is why the larger added value of active funds that show sustained outperformance is 
not expressed in the results. Such funds in practice draw in new investors and new 
inflows, thus increasing their added value.  
 
6.1.5. Total costs of ownership 
A lot of research does not take the costs which are not included in the TER into 
account, and these can be substantial. They concern the transaction costs of the 
fund itself (broker commissions, the bid-ask spread and market impact costs), the 
dividend tax and the costs of advice. See also Chapter 3 of this report.  
 
6.1.6. Practical objections  
Many of the research papers give theoretical answers to a practical question. Active 
funds are compared to indices, but you can’t buy indices.  
 
The time horizon of most research is also much longer than that of the investor. 
Most research covers several market cycles, but a lot of investors adapt their strat-
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egy in response to a single market cycle. In other words: the research tries to draw 
conclusions about how the market behaves, but does not take into account how 
the individual investor behaves. See also the adaptive markets theory, as described in 
paragraph 6.2.2.  
 
A manager who manages a € 5 billion fund and succeeds in improving performance 
by 0.1% per year, generates € 50 extra million. This active investor is worth his sal-
ary to the investors in his fund, even if that salary is a (small) percentage of the ex-
tra return. But this contribution to the performance of the fund is probably not 
measurable on an aggregate level, because the extra return is lost against market 
volatility.  
 
Many of the research papers focus on the North American fund market, but re-
search into European funds gives significantly different results.

44
 
45
 

 

6.2. The efficient market hypothesis: the theory behind index funds  
The efficient market hypothesis can be regarded as a reaction to Keynes’ theory 
that the stock exchange is a casino full of irrational gamblers. From a modern per-
spective, Keynes’ theory

46
 is somewhat of a caricature, but it does explain the ex-

treme reaction to it by proponents of the efficient market hypothesis. Keynes as-
sumed that investors had a short investment horizon and that returns were a con-
sequence of short-term price changes. He also assumed that the investor was pre-
dominantly confronted with uncertainty about the future, not so much with risk. 
Keynes explained that uncertainty is different from probability. In roulette you can 
calculate what the probability of each outcome is, but it is impossible to calculate 
whether there will be another war in Europe, even though another war is a possi-
bility. To Keynes there was, therefore, no objective evidence on which expecta-
tions for the future with regard to stock prices could be based. Intuitively individu-
als would base their opinions on those of others in the group, which would subject 
the stock exchange to waves of optimism and pessimism, without there being any 
solid basis for them. These waves are caused by changes in the perceptions of in-
vestors in general and by ignorant speculators in particular.  
 
The economist Eugene Fama, who is generally regarded as the father of the efficient 
market hypothesis

47
 said that the price of the stocks reflects all the available infor-

mation. A prior condition is, however, that information and transaction costs, the 
costs that ensure that the price does indeed reflect that information, are always 
zero. In a somewhat weaker phrasing, the efficient market hypothesis says that 
prices reflect the information up to the point where the marginal advantages of 
trading on that information (the resulting profits) no longer outweigh the marginal 
costs.

48
  

 
The theory was popularised by Malkiel

49
 in 1973. Economists see the efficient mar-

ket hypothesis as the fundamental premise behind the making of index funds. The 
hypothesis implies that fund managers and stock analysts are constantly looking for 
stocks that can beat the market and that that competition is so effective that any 
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new information on the fate of a company is very quickly reflected in the price of its 
financial instruments. It is, therefore, very difficult to say beforehand which stocks 
will beat the market.  
 
The efficient market hypothesis states that an active investor can beat the market 
but, on average, extra returns will be lower than, or equal to, the extra costs of 
beating the market (including wages, information costs and transaction costs). That 
is why most investors would allegedly be better off with an index fund.  
 
6.2.1. Empirical evidence against the efficient market hypothesis 
Although there is theoretical criticism of the efficient market hypothesis,

50
  in the 

debate on active versus passive investing, empirical research is more important. 
Empirical scientific research shows that the efficient market hypothesis is not uni-
versally valid and that there are active investors who can persistently beat the mar-
ket.

51  
 
Besides that, there are anomalies which cannot be explained by the efficient market 
hypothesis. Prices of stocks on exchanges sometimes show evidence of irrational 
exuberance

52
 – people get excited by booms and bubbles (housing market prices, 

dotcom bubble, etc.):
53
 the market is then driven by buyers and sellers who pay too 

little attention to fundamental value. Bubbles such as these are generally followed 
by an overreaction of frenzied selling, which allows smart investors to stock up at 
discount prices. Rational investors though, will hesitate to profit by these irrational 
bubbles and by going short on them, because, as Keynes said: “Markets can remain 
irrational longer than you can remain solvent.”

54
 Sudden stock market crashes 

(1929, 1987) cannot be explained away by the efficient markets theory – at most 
they are considered a statistical coincidence. In 2008, Richard Thaler wrote about 
herding behaviour: “There can be wisdom in following the crowd, but be careful if 
the crowd is headed towards a cliff”.

55
 

 
There are also several statistical anomalies which cannot be explained very well by 
the efficient market hypothesis, such as the January effect (the average return on 
stock investments is higher in January than it is during the rest of the year),

56
 the 

July effect,
57
 and the November effect,

58
 the weekend effect or the Monday effect 

(returns are negative on Mondays),
59
 

60
 the end-of-the-month effect (returns are 

higher at the end of the month),
61
 the holiday effect (returns are higher the day be-

fore the holiday starts),
62
 and the small-cap effect (small companies generate rela-

tively large returns).
63
 Some of these effects also disappear after they have been 

demonstrated scientifically (see also paragraph 6.2.2.). Another anomaly is the index 
effect: when a stock is included in an index, its value immediately goes up signifi-
cantly, and vice versa.

64
  

 
Scientific research has also shown that stock price movements of individual stocks 
over a 6-12 month period have a predictive value with regard to future price 
movements in the same direction (price momentum).

65
 Scientific research also shows 

that companies who unexpectedly report high results will do much better over the 
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following 9 months than companies who unexpectedly report poor results (earnings 
surprise).

66
 Both of these effects are linked, by the way.

67
  

 
It is also well known that value strategies

68
 can beat the market. Scientific research 

has demonstrated that this is because the strategy exploits the mistakes made by 
the typical investor and not because it is fundamentally more risky.

69
 

 
Another well-known empirical phenomenon is the tendency for investments which 
have done well for several years, to do worse over the next few years and vice 
versa (reversal).

70
 The negative influence of investment returns of the non-cash 

component of earnings growth, for example the reappraisal of stocks in trade (ac-
cruals effects)

71
 is yet another example of an anomaly.  

 
There are all kinds of psychological effects too. Whether there is a sunny sky or a 
cloudy sky affects whether the market goes up or down.

72
 Of course, prices of fi-

nancial instruments may also be dependent on the weather for other reasons.
73
 Sci-

entific research has demonstrated that there is often a home bias: investors tend to 
invest more in stocks from their own country or currency area.

74
 Investors can also 

be trend followers,
75
 instead of anticipating trends (herding). Finally there is the dis-

position effect
76
 (the tendency for investors to sell stocks which have gone up rela-

tive to the purchase price and to keep stocks whose price has gone down since the 
time of purchase).  
 
Behavioural finance school scientists say imperfections in financial markets are due 
to a combination of overconfidence,

77
 overreaction,

78
 representativeness bias,

79
 in-

formation bias,
80
 loss aversion,

81
 anchoring,

82
 framing

83
 and several other predictable 

human mistakes in reasoning and information processing and biases. This has been 
investigated by psychologists such as Daniel Kahneman and Amos Tversky, Richard 
Thaler,

84
 and Paul Slovic. These mistakes in reasoning cause most investors to avoid 

buying high value stocks. In stead they buy highly priced growth stocks, which al-
lows logical and rational investors to pick up bargains in the less popular value 
stocks and from an overreaction in the sale of growth stocks. 
 
Another mistake in reasoning is the use of hyperbolic discounting. That is the phe-
nomenon that most people who are offered two rewards which, at first glance, ap-
pear equivalent in value, will prefer the one that pays out the soonest, but will value 
future rewards differently from simply calculating their net current value. In hyper-
bolic discounting the value drops quickly over short periods of time, but slowly 
over very long periods of time, while the net current value method shows a stead-
ier decline, regardless of the length of the period.

85
 If there were hyperbolic dis-

counting in the price of bonds, mortgages, annuities etc. in a competitive market, 
arbitrage would ensue, which would cause the bias to disappear.  
 
6.2.2. The adaptive markets hypothesis 
Over the last decade economic science has developed the adaptive markets hy-
pothesis as a synthesis of the efficient market hypothesis and the scientific criticism 



 
 

© DUFAS, May 2010  28 

of it, in for example behavioural finance theory. The traditional models of modern 
financial economic science can thereby co-exist with behaviourist models.  
 
Scientific research has demonstrated that, stock brokers as a collective, behave as 
an “efficient adaptive system”.

86
 Stock brokers were compared with a continuously 

evolving eco-system consisting of several competing trading strategies. This theory 
assumes that different people hold different convictions about the future (and, 
therefore, about future developments in the financial markets as well) and that 
people have “adaptive belief systems”, in other words: they can adapt their beliefs 
to current developments. This is in sharp contrast to the efficient market hypothe-
sis which assumes that all stock brokers are identical and their future expectations 
are homogenous.

87
 The theory goes on to say that simple technical trading rules 

(rules of thumb) can even survive in the long run in an evolutionary competition in 
a heterogeneous world where prices and beliefs evolve together.

88
  

 
Andrew Lo has called this theory the adaptive market hypothesis. What behaviourists 
see as examples of the opposite of economically rational behaviour (see paragraph 
6.2.1. of this report), is actually consistent with an evolutionary model of individuals 
who adapt to a changing environment by means of simple rules of thumb.

89
 Accord-

ing to Lo the key to survival is innovation.
90
 And, as time passes by, the market 

price can be influenced significantly by the market mood and evolutionary adapta-
tions made by traders and investors.

91
  

 
6.2.3. Markets are broadly speaking efficient, but there are many exceptions 
This does not prove that financial markets are casinos, as Keynes said, but it also 
does not mean that they are completely efficient either. Market prices can certainly 
contain pricing mistakes, simply because they are the handiwork of human beings. 
And even if, on a macro level, prices are generally on average correct, there will 
always be overvalued and undervalued stocks.  
 
Paul Samuelson considers finding these stocks to be like searching for a needle in a 
haystack, but after conducting an overview of the performance of leading investors 
such as Peter Lynch (Fidelity), Warren Buffett (Berkshire Hathaway), John 
Templeton (Templeton), Bill Miller (Legg Mason) and John Neff (Vanguard), he con-
cludes that there are people who can persistently beat the market, but not with 
simple strategies.

92
 Other scientific research demonstrates that these people are 

not just a small collection of well known names, but that there is a “significant mi-
nority”

93
 of fund managers who are able to beat the market.  

 
Having an overly doctrinaire faith in the efficient market theory blinds people to the 
opportunities that active investing offers. There is enough empirical evidence that 
anomalies occur to justify the search for undervalued and overvalued investments. 
But this search is no longer simple: the market is efficient enough to ensure that 
only the very best information and analysis techniques deliver added value.  
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7. How to select the right active manager?  
An – at least partly – inefficient market is a necessary condition for making active 
investing useful. But it is not enough. If markets are not efficient it is only useful for 
an individual investor to buy an active fund (or invest actively by himself) if there 
are other investors who consistently exploit that inefficiency and the individual in-
vestors cannot simply trace these superior investors but can have access to them as 
well. 
 
Although it is clear that all active managers together cannot beat the market, it is 
also clear that there are, in practice, some managers who can achieve this. There 
are even managers who can achieve this over longer periods of time. The relevant 
question for the investor is, therefore, whether it is possible for him to select in 
advance managers who have a better chance of delivering a superior risk-adjusted 
return, compared to a passive strategy.  
 
Even with passive funds there is no escaping active management. After all: which 
(combination of) passive funds is the right one? How do you select them? The exis-
tence of passive funds does not mean that there is no added value in active man-
agement. Passive funds are often part of a larger whole. And there are, as yet, insuf-
ficient indices for socially responsible investors, but there are active managers who 
can offer suitable products of this kind.  
 

7.1. Sustained out-performance 
In the academic world, this is called performance persistence and there is some evi-
dence of this in scientific research.

94
 Good investment funds continue to do better 

than average and bad funds continue to do worse (the latter having an even 
stronger effect). It must be said though that these studies follow a rather naïve 
strategy of selecting funds which have done well in terms of a (risk adjusted) return 
over a selected period. Investing based on past performance can be compared to 
using the rear view mirror instead of the windscreen when driving a car.  
 

7.2. Averages say nothing about the choice of an individual fund 
The statement made by proponents of index investing that fund expenses are in-
versely related to performance of a fund,

95
 is misleading. The assertion means that 

future performance is supposed to be greater when the TER is lower. This might be 
valid for the whole universe of funds on average, but the investor is not investing in 
that. He chooses one or more particular funds from that universe. It is important 
for him to think that through thoroughly or make sure he gets good advice.  
 

7.3. Costs are not a reliable indicator of performance  
Scientific research does show

96
 that especially in the case of index trackers the per-

formance relative to the benchmark can be predicted very accurately based on the 
expenses of the index trackers – much better than it can be predicted in the case 
of active funds. When the index fund is more expensive, its performance is more 
disappointing, but it is not true that the cheapest index fund delivers the best per-
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formance.
97
 The predictive powers of the TER do not exist in such a powerful man-

ner in the case of active funds; there are, for example, expensive active funds which 
perform badly, but there are also a lot which persistently perform very well.  
 

7.4. Due diligence 
When an investor selects an active manager, there are a number of questions he 
should ask.

98
 The first question regards the source of alpha

99
 and how it is related to 

the historic performance of the investments. The answer could involve the genera-
tion of better information than the market has, excellent analysts, better fund man-
agers,

100
 etc. Subsequently, more detailed questions can be asked. Then one can ask 

why the active manager expects that particular source of alpha to work in the fu-
ture.  
 
Apart from that, one can also derive selection methods from the scientific litera-
ture. One method is, for example, to look at the Active Share of a fund. This number 
is determined by the difference between the weights in the investment portfolio 
and the benchmark: by adding up all the over-weightings and under-weightings 
without paying attention to the pluses and minuses. The sum is then divided by two. 
According to scientific research, the funds with the highest Active Share perform 
better than the benchmark, both before and after expenses. This allows the inves-
tor to make a pre-selection from the universe of funds, filtering out the closet index-
ers and thereby reducing the chance of avoidable disappointments. This method, 
however, is not suitable for the selection of individual funds, only for the filtering of 
groups of funds.

101
  

 

7.5. Outsourcing 
Proponents of passive investing admit that there are some active funds which do 
perform well, but that these are very hard to find. DUFAS is of the opinion that 
making sound investment choices is, for most people, such a complex issue, that 
obtaining professional investment advice is indispensable.  
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Important information. This material is meant for information and it is not meant to be relied upon in tak-
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gence or otherwise) for any mistake or omission in this document or for any resulting loss or damage, directly or 
indirectly, causative or otherwise suffered by the recipient of this document or any other person. The opinions 
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to change.  


