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Passive is good for active

Martijn Cremers recently extended his 
seminal Active Share work to include 
32 additional countries.1 An important 
implication of his paper “Indexing and 
active fund management: International 
evidence” is that Active Share can now 
be used by practitioners as a predictor 
of future fund performance across 
world markets, consistent with the 
Cremers and Petajisto (2009) results  
for U.S. equity mutual funds.2

With the average active equity fund 
underperforming and losing share to 
index funds, it is as if we are watching 
a heavy weight boxing match pitting 
active management against passive 
management.3 In this new piece, 
Cremers officiates the boxing match 
by examining the consequences 
of indexing in the non-U.S. equity 
mutual fund industry. He posits that 
growth in indexing certainly affects the 
competitive structure of mutual fund 
markets. But perhaps not in the way 
we would expect; active management 
may not be heading towards a knockout 
after all.

Passive investing may not be all 
that bad for active management

It turns out passive investing may not 
be all that bad for active management. 
In fact, Cremers finds that increased 
competition from explicit indexing 
benefits investors in active funds.1 
Indexing forces actively managed 
mutual funds to increase their 
Active Share (deviate more from the 
benchmark) and to lower their fees. 
And active funds perform better in 
markets in which more low-cost 
indexed funds are available. 

Cremers reveals that the average alpha 
generated by active management is 
higher in countries in which low-cost 
passive alternatives are more popular, 
while the average alpha is lower in 
markets where closet indexing is more 
prevalent. 

Some active managers are not 
true active managers but closet 
indexers

In countries in which investors have 
limited passive options, many active 
fund managers are effectively closet 
indexers. Cremers reports that 
nearly 20% of the worldwide mutual 
fund assets are managed by closet 
indexers. 
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Key takeaways:

• Passive investing may not be all
that bad for active management.
Increased competition from explicit
indexing forces actively managed
mutual funds to increase their
Active Share (deviate more from
the benchmark) and to lower their
fees.

• In countries in which investors
have limited passive options,
many active fund managers are
effectively closet indexers.

• Active managers need to be
active. Index huggers deserve to
be replaced by an index fund. They
must either choose to become
truly active or choose to be fully
passive.
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These managers have chosen to reduce 
their tracking error from a benchmark 
as a result of a contract that is struck 
between asset owner and asset 
managers to align interests. The implicit 
or explicit instruction is essentially to 
outperform a benchmark return, subject 
to an annual tracking error. But as 
described by professors at the London 
School of Economics, this leads to what 
they call a “Curse of the Benchmarks.”4 
In a simple example they illustrated 
how “benchmarking to market cap 
both fosters momentum and is gamed 
by it. When a security doubles in price 
and the investor is half-weight, the 
mismatch with the benchmark doubles. 
Underweight positions in large, risky 
securities have the greatest potential 
to cause the manager grief.”4 Picture 
a value manager forced to buy bubble 
stocks even when they know they 
are overpriced in order to reduce their 
tracking error from a momentum-driven 
benchmark. This not only played a part 
in the Tech Bubble in the late 1990s, 
but also the commodities boom in the 
mid-2000s and the Japanese equities 
bubble of the 1980s. By investing in a 
value plus momentum strategy, closet 
indexers have actually reduced the 
proportion of their portfolio that could 
actually outperform the benchmark. 

They are effectively providing beta at a 
high cost. When investing with these 
so-called active managers, investors are 
not getting what they have bargained 
for.
 
The conclusion of “Curse of the 
Benchmarks” is that “value beats both 
momentum and benchmarked value for 
medium and long term horizons.  
Only for short horizons, equivalent 
to the formation period of the 
average bubble, do momentum and 
benchmarked funds stand a chance  
of outperforming value.”4 
 

Truly active funds significantly 
outperform closet indexers

Cremers’ “Indexing and Active Fund 
Management: International Evidence” 
quantifies these claims. He concludes 
that truly active funds significantly 
outperform closet indexers. Cremers 
reports that the effect of investing with 
conviction by increasing the Active 
Share of a portfolio is economically 
significant. A one standard deviation 
increase in active share is associated 
with an increase of about 1% per year 
in benchmark-adjusted returns.  
Truly active managers also outperform 
their benchmarks on average by 1.04% 
per year.1

 
In our opinion, sports are the 
same “zero sum games” as active 
management. In sports we all agree 
that there is some predictability of how 
different teams will perform. Shouldn’t 
concepts like talent differential, payroll, 
winning philosophy, team culture, 
team depth and investment in player 
development apply just as much  
to investment management as  
to sports?

FIGURE 2: VALUE VERSUS MOMENTUM RISK-ADJUSTED RETURNS 
IN THE LONG RUN
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FIGURE 1: EXPLICIT AND CLOSET INDEXING BY COUNTRY 
OF DOMICILE AS OF DECEMBER 2010
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Investing is not just a matter of 
Price/Earnings ratio

It’s easy for a computer to create a 
basket of high P/E stocks and another of 
low P/E—or, for that matter, high versus 
low on a price-to-anything metric. And 
it is easy to see when the premium for 
the “high” stocks gets large relative to 
history. But very few of our investments 
at Harris Associates rest solely on 
the idea that a currently low P/E will 
normalize. Value, to us, is much more 
complex than whether the trailing P/E 
ratio is above or below average. 

Perhaps someday a computer algorithm 
will be able to decide how to normalize 
earnings and know which ratio best 
represents the intrinsic value of each 
company. It will be intelligent enough 
to know that a stock isn’t tagged 
“value” or “growth” based on business 
characteristics, but will know instead 
that at the right price, any company can 
be a value. Then, and only then, we 
believe a computer can construct an 
index of truly attractive stocks. But until 
that time, the portfolios we construct at 
Harris Associates won’t be duplicated 
with index or ETF investments.

Active managers need to be active 

The asset management industry has 
been slow to respond to index fund 
competition. Active managers need to 
be active. Index hugging used to be an 
effective way to avoid underperforming 
enough to get fired. Of course, it 
also eliminated the opportunity to 
achieve very good performance. 
Today, index huggers deserve to be 
fired and replaced by an index fund. 
An investment manager has to do 
something that a computer can’t easily 
replicate, and it has to justify its fee 
through higher return or lower risk. If 
you examine the long-term records of 
any of our Funds at Harris Associates, 
I’m confident you’ll conclude that we 
are earning our fees.

If the Harris Associates philosophy 
and process are as sound as we 
believe they are, then periods of 
underperformance create an opportunity 
for profit. The LSE professors also came 
to the same conclusion: “Manager 
skills are best measured by comparing 
performance against the results of other 
managers committed to the value style. 
Over the longer term and therefore 
covering one or more valuation cycles, 
this would provide a convincing 
demonstration of ability and in the 
shorter term would help to explain 
underperformance against market 
indices when bubbles are forming. 
Periodic underperformance against the 
universe of non-value managers would 
be a positive sign that the fund was 
being run in the manner intended.”4

Contrary to what some may think, the 
boxing match is not a fight to the death 
of the active management. Rather, 
indexing is like a sparring partner 
that brings out the best in the heavy 
weight champion. But this increased 
competition will not leave all unscathed. 
It will force closet indexers to change 
the way they invest in order to make 
it to the next round. They must either 
choose to become truly active or 
choose to be fully passive. Indexing has 
removed the middle ground for these 
managers. 
 
In managing assets for our clients 
in a truly active manner for 40 years, 
we believe this dynamic has positive 
implications for investors across the 
globe. We remain as convinced as ever 
that this patient, active approach to 
investment management will produce 
superior returns for our clients. 
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Additional Notes
Past performance is no guarantee of future results.
This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein represent 
the subjective views of the author as referenced, are as of August 19, 2016 and are subject to change. There can be no assurance that developments will transpire as may be 
forecasted in this material. This material may not be distributed, published, or reproduced, in whole or in part. Although Natixis Global Asset Management believes the information 
provided in this material to be reliable, it does not guarantee the accuracy, adequacy or completeness of such information. Not all affiliates, products, and services are available in 
all jurisdictions. Indexes are unmanaged and do not incur fees. It is not possible to invest directly in an index.
This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by 
local regulation, only at their written request. 
In the E.U. (outside of the UK) This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a Luxembourg management company that is 
authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 
2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. 
Italy: NGAM S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: 
NGAM S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, 
Germany. Netherlands: NGAM, Nederlands filiaal (Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 
XX Amsterdam, the Netherlands. Sweden: NGAM, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, 
Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. 
In Switzerland Provided by NGAM, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich. 
In the U.K. This material is approved and provided by NGAM UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258).  This 
material is intended to be communicated to and/or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any 
offer to buy or sell securities in any other jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or 
are high net worth businesses with called up share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom 
the material may otherwise lawfully be distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment 
Schemes) (Exemptions) Order 2001 (the “Intended Recipients”). To the extent that this material is issued by NGAM UK Limited, the fund, services or opinions referred to in this 
material are only available to the Intended Recipients and this material must not be relied nor acted upon by any other persons. Registered Office: NGAM UK Limited, One Carter 
Lane, London, EC4V 5ER.
In the DIFC This material is provided in and from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, which is regulated by the DFSA. Related financial 
products or services are only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as 
Professional Clients as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. 
In Japan This material is provided by Natixis Asset Management Japan Co., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of 
Business: The Company conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered 
address: 2-2-3 Uchisaiwaicho, Chiyoda-ku, Tokyo. 
In Taiwan This material is provided by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory 
Commission of the R.O.C . Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial Building I), R.O.C., license 
number 2012 FSC SICE No. 039, Tel. +886 2 2784 5777. 
In Singapore This material is provided by NGAM  Singapore (name registration no. 53102724D) to distributors and institutional investors for informational purposes only.  NGAM  
Singapore is a division of Natixis Asset Management Asia Limited (company registration no 199801044D). Registered address of NGAM Singapore: 10 Collyer Quay, #14-07/08 
Ocean Financial Centre, Singapore 049315.
In Hong Kong This document is issued by NGAM Hong Kong Limited and is provided solely for general information only and does not constitute a solicitation to buy or an offer to 
sell any financial products or services. 
In Australia This document is issued by NGAM Australia Pty Limited (Natixis Aust) (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial 
advisers and wholesale clients only.
In Latin America This material is provided by NGAM S.A. 
In Mexico This material is provided by NGAM Mexico, S. de R.L. de C.V., which is not a regulated financial entity with the Comisión Nacional Bancaria y de Valores or any other 
Mexican authority. This material should not be considered an offer of securities or investment advice or any regulated financial activity.  Any products, services or investments 
referred to herein are rendered exclusively outside of Mexico.
In Uruguay This material is provided by NGAM Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay.   
In Colombia This material is provided by NGAM S.A. Oficina de Representación (Colombia)  to professional clients for informational purposes only as permitted under Decree 2555 
of 2010. Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and  
is addressed to less than 100 specifically identified investors. 
Each above referenced entity is a business development unit of Natixis Global Asset Management, S.A., the holding company of a diverse line-up of specialized investment 
management and distribution entities worldwide. The investment management subsidiaries of Natixis Global Asset Management conduct any regulated activities only in and from 
the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions.
The analyses and opinions referenced herein represent the subjective views of the author as referenced unless stated otherwise and are subject to change. There can be no 
assurance that developments will transpire as may be forecasted in this material.


