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1. Introduction 

 

Active investing on a professional basis should appeal at least in theory to 

investors, in that monies are entrusted to professional investment managers 

who supposedly have the skills and knowledge to beat the market in a very 

complex environment. For these professional services fees are charged, 

upfront and continuous. It represents a hurdle rate for investors when 

comparing their returns with the market, in other words the extra return 

generated by active investing must first cover these expenses before the 

magical outperformance can be attained. 

Active investing is a disciplined and scientific approach and success in terms 

of outperformance should have a high probability, yet reality and past 

experience indicate otherwise. Investment performances, especially for 

portfolios predominantly invested in equity markets are volatile and fairly 

unpredictable. No professional money manager can guarantee that the 

returns from the investment fund would be better than the market average 

(index), or that the outperformance of the market will be consistent. 

The advent of index investment funds internationally over the past two 

decades has provided investors with an alternative to active investing at much 

reduced fees. Various international studies in the past decade have shown 

that index investing outperformed the average actively managed fund and led 

to the widespread adoption of this strategy. In most developed capital markets 

around the world up to 20-30% of equity investment funds (institutional and 

private) are invested in index funds and are growing fast, yet in South Africa 

index investing is miniscule by comparison and probably well less than 5% of 

investment funds are invested in this fashion. 

http://www.indexinvestor.co.za/
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2. Building Arguments for Index and Active Investing 

 Active Investing is a Zero-Sum Game 

Investment performance over time is a positive-sum game: real wealth is 

created by exposing capital to markets, which share in the growth of 

economies. Conversely, active investing is very much a zero-sum game 

relative to its index: for every winner in the market place there must be a 

loser. The net result of all this active trading in the marketplace yields the 

market average or index performance. 

William Sharpe developed the theory, which he consequently called The 

Arithmetic of Active Management, that before costs the average actively 

managed investment would equal the return of the passively managed 

investment, and that after costs, the return of the actively managed 

investment would be less than the return on the passively managed 

investment.  

Thus, purely from a mathematical viewpoint and when properly measured, 

about 50% of active investors will underperform the index. But then by taking 

into account the additional costs of active investing, it stands to reason that 

more than 50% of active investors will underperform the index over time. 

 

Performance evaluations however, do not always conform to this theory and 

possible explanations therefore are: 

First, when passive managers are not truly passive. Either index funds use 

only sample selections of the market and do not track the market properly or 

charge fees equal to those of active managers. Second, active managers do 

not fully represent the non-passive component of the market. Individual stock 

investors are another group of active participants in the market. Active 

managers on the aggregate can outperform passive funds, but then only at 

the cost of the individual active group. Third, the equation holds on a 

capitalisation-weighted average. If the average of active funds is measured on 

an equally-weighted basis the theory might not apply any more.       
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 Efficient Market Hypothesis 

A further basis for examining the two investment strategies centres on the 

efficient market hypothesis (EMH). When an investor perceives the market to 

be informationally efficient he/she believes that the current price of an asset 

reflects all the possible information that would have a bearing on that price. 

No exceptional performance relative to the market is possible. Thus, by 

believing that the market will over time always be correct it would not make 

sense to follow an active investment strategy, but rather a low-cost index 

investing strategy. 

Conversely, the opposite will hold true for inefficient markets, where not all the 

information is discounted into the asset price, hence opportunities exist for 

active investors to beat the index. 

However, some academics argue that inefficiencies (anomalies) are generally 

small relative to the costs required to exploit them. Further, ex post enough 

evidence exists that the market can make large errors of judgement in the 

valuation of certain classes of securities, but ex ante no clear arbitrage 

opportunities exist. 

Last, but not least, Sharpe’s theory will stand irrespective of whether markets 

are perceived to be efficient or not. Inefficient markets would probably lead to 

a wider dispersion between the winners and losers, but active investing will 

remain a zero-game. 

 

 Risk 

An index replicates a specific market or sector as a whole and would be 

spread among various sectors of the economy. By indexing, non-systematic 

or specific risk is minimised and only market or systematic risk is assumed. 

Thus, an index investment would per se be a well-diversified portfolio. 

The active investor will invariably deviate from the market index and besides 

market risk will assume specific risk. Therefore, it is conceivable that the 
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active investment portfolio could have a higher risk profile than the index 

portfolio. Even if the active investment yields a higher return than the index a 

comparison between the two strategies should be done on a risk-adjusted 

basis. 

However, an index in itself does not imply a low-risk investment. An equity 

index is designed to track the overall movement of the stock market and 

stocks are normally included on the basis of their market capitalisation. Over 

time the composition of indices tends to be unstable with the continuous 

change in weightings of individual stocks (change in leadership).  

Thus, an index investor will face the possibility of changing risk profiles all the 

time. For example, it is noted that the technology sector made up 30-35% of 

the S&P 500 index in 2000 (before the market crash), twice as high as it was 

a mere two years before. Since 2000 the technology sector returned to its 

15% level. An index investor without realising the changing risk profile of the 

S&P 500 would have incurred major losses.  Thus, a passive investment 

strategy should not imply to be literally passive about investments. 

 

3. Which Strategy 

There are both logical and emotional reasons why investors prefer either 

active or passive investing. The emotional issues tend to push investors 

towards active investing, while logic and reason will pull investors towards 

passive.   

Three major considerations in the active or passive investing debate can be 

identified, namely whether markets are perceived to be informationally 

efficient, whether active managers with persistent skill can be identified, and 

whether the benefits of active investing will overcome the cost factor thereof.   

If an investor believes that markets are informationally efficient no scope 

would exist for active investing and passive investing would be the only 

choice. However, past experience has shown that active managers can 

outperform the market, albeit not consistently. Further, irrational behaviour in 

markets occurs and poses opportunities for active managers to exploit.  
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A firm belief in market efficiency might be sufficient for going passive, but it is 

not necessary. Even in less than perfect efficient markets it is not easy or 

obvious to add value. Charles Ellis is quoted as saying: “The market isn’t hard 

to beat because it is dominated by stupid people. It’s hard to beat because it’s 

dominated by very bright people.”  

Further, Sharpe’s theory will stand irrespective of whether markets are 

perceived to be efficient or not.  Since performance evaluation is normally 

measured on an equally-weighted basis the average of active investing 

versus passive investing might look better in such markets, but in reality it 

cannot be. If active managers on the aggregate outperformed the index it 

could only have been at the expense of other non-passive participants. 

The second consideration requires differentiation between luck and skill, 

which in itself is not easy to prove. The track record of an active manager 

would be a criterion, but history has shown that little empirical evidence of 

long-term persistence exists. 

Luck could be defined as random and completely unpredictable, whereas skill 

is repeatable. Active managers are hired on the belief/perception that their 

past performances were largely attributable to skill. A manager’s 

outperformance (alpha) attained over a period is normally used for evaluation 

purposes and specifically whether the alpha is uncorrelated with specific 

styles, sectors or indexes.   

However it would be impossible to differentiate with absolute certainty 

between luck and skill. Active managers in all likelihood would struggle to 

prove their worth to proponents of passive investing. Rather, it is about what 

manager could in the most convincing matter portray his or her abilities to 

identify mispriced opportunities. At the end a manager is considered good 

because he made money; he did not make money because he was good.  

Third, if the benefits of active investing (outperformance of the market) cannot 

exceed the cost of active investing (transaction and trading costs, fees, and 

stock-specific risk issues) then passive investing would be the logical choice. 

When properly accounted for costs it is known from Sharpe’s theory that over 
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time well more than 50% of active managers will underperform the passive 

strategy. Hence, even if it was possible to identify an above-average active 

manager it might not be good enough. One must be able to identify a top 

performer to secure outperformance versus the passive strategy.  

Since the sole purpose of index investing is to replicate a specific market, no 

active decision-making is required, no active research needs to be done, and 

no active management is necessary. Human intervention is therefore 

minimised. Hence, both the trading costs and management fees of indexing 

should be much lower than with active investing.  

Larry Martin (1993) estimated in a research study the probabilities of active 

managers to outperform an index by taking into account the overall cost 

impact of active investing.  These are shown in the table below: 

 

Investment 

Period (Years) 

One Manager Multi-Manager 

(Three 

Managers) 

Multi-Manager 

(Five 

Managers) 

1 41% 33% 29% 

5 29% 17% 11% 

10 22% 9% 4% 

20 14% 1% 1% 

 

From the above it follows that if you have chosen three active managers to 

manage your investments, your multi-managed portfolio has on aggregate 

only a 17% chance of beating the market index over a five-year investment 

period. Note the probabilities are getting much worse for longer investment 

periods. 

These are not only statistical or mathematical assumptions, but it can be 

confirmed by practical research. Hence the argument - when measured over 

the long term it is very difficult for active investment managers to outperform 

the market. 
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From a logical or rational perspective passive investing would undoubtedly 

make most sense to most investors. Yet, most investors choose to be active 

investors. The following are non-quantifiable reasons why investors, despite 

the odds stacked against them, choose the active route: 

Agency arguments - many investors choose to invest through an investment 

advisor or consultant who provides personal attention and fulfils the need for 

human interaction and relationship. 

Psychological arguments - active management satisfies the need for control, 

drama or thrill and risk-taking. People derive pleasure from ownership and the 

selection process of what to buy. 

Authority and status arguments - people like to believe they are independent 

thinkers, superior to the mass of average people and will incur expenses (buy 

active funds) in the process to prove their uniqueness. Average is not good 

enough, nor is that what people want, hence the idea of passive investing is 

difficult to accept. 

Furthermore, it can be argued that despite the non-economic content of these 

arguments, they would still play a major role in the decision-making process. 

Previous psychological studies have shown that emotion and reason cannot 

easily be separated.  Since money to most people is more than its purchasing 

power and represents a central part of their human being (wealth, security, 

and status), the value of active investing to investors goes beyond its 

economic return. 

Opportunities for active managers will always exist and at any point in time 

there would be managers outperforming the market. In identifying those 

managers it is proposed that investors seek to understand the managers’ 

source of skill and not be overly influenced by past performance. When 

choosing to go active, investors would be paying for it and therefore it is worth 

aligning themselves with those managers who would satisfy their needs, 

whether economic or psychological. 
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4. What Critics say about Index Investing? 

 

“Active investing would do better than passive investing in inefficient markets.” 

Sharpe’s theory will stand irrespective of whether markets are perceived to be 

efficient or not.   Performance evaluation is normally measured on an equally-

weighted basis. The average of active investing versus passive investing 

might look better in such markets, but in reality it cannot be. If active 

managers on the aggregate outperformed the index it could only have been at 

the expense of other non-passive participants. 

 

“Active investing offers better bear market protection than index investing.” 

Since index funds are obliged to replicate their market benchmarks as closely 

as possible cash balances would be kept to a minimum.  On the other hand, 

active funds would invariably have larger cash positions. Therefore logic 

determines that active funds should outperform index funds in bear markets, 

beside the fact that the managers could move to defensive stocks to limit their 

downside risk. 

Studies confirmed that active funds on average outperformed index funds in 

major downtrends. However, the argument in favour of active investing is not 

very strong since investors could have re-adjusted their asset allocations 

themselves. Furthermore, it is not very likely that a manager could predict the 

exact starting point of a bear market to take some defensive positions. 

 

“To go passive is to accept mediocrity.” 

Multiple studies in the past have shown that passive investing in fact yielded 

an above-average performance compared with the average of active 

management strategies. Furthermore, the argument denies that in general the 

market encompasses the consensus view of a large number of informed 

participants.  
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“Indexing would lead to research deterioration.” 

Many critics note that indexing will cause the level and quality of research to 

decline, but it can be argued that if research arbitrage develops with the large-

scale use of index investing it would lead to active managers intensifying their 

research efforts.   

 

“Indexing creates negative market effects.” 

Critics argue that indexing causes price distortions, for example small-cap 

stock not part of an index would attract less attention and stock included in the 

index would attract more money than otherwise.  

Empirical studies have found mixed evidence of a permanent price effect for 

index stocks. Studies did indicate that the inclusion of a stock in an index had 

at least an initial positive impact on price. On the other hand, deletion from an 

index caused stock prices to fall. 

 

“Indexing creates undesired economic effects.” 

 The general theory is that if index investing would become the more preferred 

investment method, larger inefficiencies in the market would appear for active 

managers to exploit. Since these managers would then outperform index 

investing a move back to active investing would result.  Eventually a state of 

equilibrium between active and passive investing will be found. However, it 

can be argued that this theory will not hold since investors would not be able 

to recognise when active investing should be the investment method of 

choice. The majority of active managers are likely to underperform the index, 

irrespective of whether markets are efficient or not.  

It can be argued that since many active managers are evaluated against their 

benchmarks these managers prefer portfolio positions close to the 

benchmarks (minimising tracking errors) and act as quasi-index managers. 

Therefore, apart from index funds, there would be a strong and captive 
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demand for stocks in the index by active managers. This would lead to 

situations where these stocks have easier access to capital and might lead to 

the improper allocation of resources.  

The buying spree of telecommunication, media and technology (TMT) 

companies in the late 1990s serves as a case in point. Additional stock by 

TMT companies was issued and willingly accepted by the market, just to turn 

out to be major wasteful investments.       

 

“Money flowing into index funds would lead to the price inflation of securities 

included in the index and eventually could cause markets to crash.”      

Researchers such as Burton Malkiel (2001) investigated the notion that 

indexing is self-fulfilling and would eventually lead to crashing markets. Their 

findings were that the success of indexing was due to the general efficiencies 

of the market and the performance gap between active and index investing 

was fully explained by management and transaction costs. No empirical 

evidence was found that indexing was causing the inflation of markets, or that 

it had a permanent effect on the pricing of securities. 

 

“Indexing is the ultimate momentum strategy.”  

The popular notion is that indexing is similar to the futile strategy of “buying 

high, selling low”.  Critics are of the opinion that passive investing puts the 

most money into the largest stock, and hence it represents a disproportionate 

investment in stocks that have been most successful in the past. This is 

arguably true for market capitalisation indexes, which probably have a more 

growth-orientated bias than a value orientation. 
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5. Challenges Facing Index and Active Managers 

 

 Tracking the Index 

 

Potential difficulties arise when index managers attempt to exactly replicate 

the returns of the target benchmark. Since the index is a mathematical 

calculation of the relative weight of each security in the benchmark and re-

calculated constantly, it necessitates the index manager to constantly change 

the composition of the index. However, the index calculation supposes that re-

balancing transactions can occur at any time without transaction and price 

pressure (bid-ask spreads) costs, which is not possible in the real world. 

Tracking errors in index funds’ performance are unavoidable. Thus, besides 

replication, the secondary objective for index managers would be to minimise 

divergence from the underlying benchmark. 

A full replication strategy is costly due to the frequent number of transactions 

required to re-balance the portfolio. Alternatively, the index manager could 

follow non-replication techniques such as stratified sampling or optimised 

strategies where subsets of securities are used which closely resemble the 

risk and return profile of the index. These strategies are considerably cheaper 

to implement, but the potential for tracking error is still high by excluding the 

securities that are not part of the sample.  

 

 Beating the Index 

Two structural characteristics of a market will determine the difficulty level for 

an active manager to outperform the index benchmark and to add real value 

for investors. First, the greater the number of securities in the index 

benchmark, the more choices and opportunities the active manager will have 

to add value. Second, the more evenly weighted the underlying securities of 

the benchmark are, the more opportunities the manager will have to 
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outperform. When benchmarks are concentrated (the index is dominated by a 

few large securities) the effective opportunity of the manager is limited and it 

would become more difficult to beat the index on a consistent basis.    

Richard Grinold (1989) developed the theory The Fundamental Law of Active 

Management which illustrates the impact of the number of securities in the 

investment universe on the potential for adding value: 

NICIR   

The added value (alpha) is measured by the information ratio (IR), the 

manager’s skill is expressed by the information coefficient (IC) and the 

manager’s opportunity to add value is expressed by the breadth of the 

strategy (square root of N) - which is determined by the number of securities 

in the manager’s universe. 

If two managers have the same skill, the manager who has more stock to 

select from his/her universe can expect to add more value. For example, the 

manager that has 1,000 stocks in his/her universe can expect to add twice the 

value of an equally skilled manager who has 250 stocks in his benchmark. 

Most traditional investment managers face a long-only constraint, thus they 

are not allowed to short securities and hence their effective opportunities to 

add value are reduced. This constraint is most notable when benchmark 

weights are highly concentrated.  

For example, when one stock dominates the index, the manager can only 

meaningfully overweight the other stocks by underweighting the dominant 

stock. Such a portfolio’s performance is largely influenced by the manager’s 

view on the dominant stock. Therefore, in a highly concentrated benchmark 

the manager has little opportunity to exploit his/her skill. On the other hand, 

when the benchmark is equally-weighted the manager will have an effective 

opportunity close to the number of stocks in the index. 

From the above it follows that investors’ expectations for added value from 

managers should be aligned with the effective number of securities in a given 

benchmark. Managers would prefer an equally-weighted benchmark to show 
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off their skill, but that would imply including larger portions of smaller 

securities in the portfolio which would have additional risk implications for 

investors and not reflect the true characteristics of the market.  

An additional problem posed by a capitalisation-weighted index used as a 

benchmark for active portfolio managers is that stocks with large weights in 

the index contribute to massive stock-specific risk in the index. Diversification 

(adding more stocks to the portfolio to offset stock-specific risk) only works 

well in a relatively equally-weighted index, but once the weight of a stock in 

the capitalisation-weighted index exceeds a certain threshold more stock-

specific risk is added than diversified away.     

The concentration of stock-specific risk in a large capitalisation index is 

normally more than the stock-specific risk of the portfolio manager. 

Consequently the performance of the manager relative to the index is driven 

by the index rather than the manager’s skill.  Some researchers argue that the 

active manager can only neutralise the risk concentration of the index by 

owning those large stocks through passive or derivative positions. No other 

strategy (better stock selection or evaluation techniques) would significantly 

offset these risks. Given that managers possess certain skills, their potential 

level of outperformance might be sacrificed (some funds would be used to 

hold a passive position), but consistency of performance would be more likely 

than otherwise.     

An extension of the above principles includes the scenario where stock 

markets are considered to be skewed, i.e. dominated by certain market 

sectors, versus diversified markets (equally-weighted amongst various market 

sectors).  For example, look at the following two slides… 
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The Active Manager’s dilemma

9.00%7.88%Total Return

-3%-5%55Information Tech

9.5%7.5%2525Financial

9.5%7.5%2020Services

7%5%2520Consumer Goods

9.5%7.5%1510Industrials

17%15%1020Resources

Manager’s

Performance

Market 

Performance

Manager’s 

Portfolio

Market 

Index Weight 

Sector 

In a diversified market environment the active manager would be able to show off 

his/her skill for superior stock selection and/or timing, but we don’t “live” in perfect 

equally-weighted markets…

The active 

manager 

achieved 

superior returns 

compared with 

the market 

average and …

out-

performed 

the market! 

 

 

 

 

The Active Manager’s dilemma 

(continued…)

9.00%9.56%Total Return

-3%-5%55Information Tech

9.5%7.5%2520Financial

9.5%7.5%2012.5Services

7%5%2512.5Consumer Goods

9.5%7.5%1510Industrials

17%15%1040Resources

Manager’s

Performance

Market 

Performance

Manager’s 

Portfolio

Market 

Index Weight 

Sector 

The active 

manager 

achieved 

superior returns 

compared with 

the market 

average, but…

under-

performed the 

market!

The reality is concentrated markets!
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6. Synopsis 

 

Both strong and poor arguments have been developed over the years in the 

active versus passive debate. With basic investment theories and principles in 

mind, logic will favour passive investing. However, the great majority of 

investors have adopted an active strategy as the preferred choice, simply 

because it is more appealing from an emotional and psychological 

perspective than an index strategy would be. 

Index investing poses management problems in truly replicating the 

benchmark with the cost implications of constantly mirroring the benchmark. 

Tracking errors are unavoidable. On the other hand, active managers have to 

cope with market constraints, such as skewed or concentrated market 

segments, which make it difficult to excel, at least on a consistent basis. 

No definite conclusion or winner can be announced in the active versus 

passive debate. In a sense it is a futile debate, but for the investor it is 

necessary to listen to both sides of the argument to form a balanced view of 

how investing should be approached.         

 

 


