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beginnings, indexing has grown into a major force in mod-

ern finance. Its story has been well documented, as has the
philosophical and academic thinking behind its growth.! As
long as market participants wish to segment their investable
universe, this growth will continue, and could progress to the
point where indexes outnumber assets, if they don’t already.
Some of the new indexes populating the finance world bor-
row strategies from active management in a cross-pollination
that is good for both the market and the investor. We aim to
show how active investors might learn from indexing, partic-
ularly through the implementation of a new business model
that separates the development of an investment strategy
from its execution. The result is an “Active Index” that prom-
ises to deliver active strategies to investors at lower costs and
with better transparency.

In contrast to indexes and passive management, active man-
agement has received very bad press in recent times. There are
a number of valid reasons for this. Successful active managers
are hard to find. Even if an investor can find a manager who out-
perorms for a full year, the probability that the manager will
repeat that performance a second year running is between 50
percent and 62 percent.? It is a mathematical certainty that the
average manager3 will underperform the market by his fees.4

Unsurprisingly, much of the growth in indexes has come at
the expense of active managers. Ever more innovation by
index providers has been accompanied by increased under-
standing of indexes by the financial community. Recently, this
has led to the introduction of non-cap-weighted indexes,
ranging from advanced style indexes to dividend- or funda-
mental-weighted indexes, and even a resurgence of equal-
weighted indexes. The growth in this new field is illustrative
of indexing as a whole.

Unfortunately, this growth has been accompanied by an
equivalent growth in confusion over exactly what these new
products are and how they best can be used. Any investor try-
ing to make sense of this situation would be forgiven for their
confusion; after all, there is considerable disagreement
between the providers of the new indexes themselves.

Part of the reason is that the finance industry is encum-
bered with a large amount of jargon. Even words like “active”
and “passive,” for example, have different meanings to differ-
ent investors in different situations. As we try to make sense
of a new product area, this can inhibit our understanding. In
discussions with clients, the definition of terms takes up as
much time as anything else.

Indexing’s history is one of amazing growth. From humble

Seeing Through The Jargon

Finance literature is full of attempts to help investors under-
stand financial products. Schoenfeld draws a distinction
between index investing and passive investing, saying that
index investing focuses on replicating index returns, while pas-
sive investing focuses on reducing costs and risks while using
an index as reference.> Bogle defines an index fund as “a fund
designed to return investors 100% of the returns delivered by
the stock market, less a nominal charge for expenses...”®

These types of definitions shape not only the market’s
thinking, but also the market itself. As we consider the new
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field of non-cap-weighted indexing, it is necessary to be dou-
bly precise, hence the need to clarify and separate the con-
cepts of “active” and “passive.” It may seem misleading to
some to draw a line in the sand between these terms, given
that there are clearly many shades of grey in between. But it
is necessary to be precise in our definitions if we are to fur-
ther our understanding of new indexes.

The term “active” denotes energetic activity. To be “pas-
sive” is to accept or submit to something without objection or
resistance, or to give no response to an action. Wthin
finance, the best broad-brush definition of a passive approach
is replication. A manager who replicates an index, for example,
has no desire to improve on that index. His job is to passive-
ly accept the index return as it is, and match or replicate it to
the best of his abilities. For this reason, we call the replication
of an index return “passive management.” The term “active”
can be applied to a fund manager whose sole aim is to out-
p erform an index, either with higher returns or with the same
returns at lower risk. We therefore define an active strategy as
one that seeks to improve upon its benchmark’s return.

One area of confusion about the definitions of “active” and
“passive” is style. The segmentation of the market into value
and growth, a response to the cyclical outperformance of one
segment over another, has prompted index providers to pub-
lish style indexes. The approach of selecting stocks using
these styles, however, was originally an active strategy, and
the use of these indexes can still be considered active. For
example, a manager could use a value index to actively tilt her
exposure to the Fama-French value risk factor.” That said, the
indexes themselves are passive because they replicate the
value or growth segment of the market.

It is also necessary to state the obvious and separate the
role of an index provider from that of a fund manager.
Fortunately, this is fairly straightforward. An index provider
publishes an index. A fund manager implements a portfolio.
Typically, an index provider is passive, because his indexes
replicate a market.8 The resulting association of passivity to
index-providing inhibits our understanding of non-cap-
weighted indexes; perhaps some of them should not be clas-
sified as passive. Figure 1 clearly separates these terms.

Figure 1

Traditional index providers
replicate a market with an ?
index.

Active fund managers aim
to improve on index
returns.

Index trackers replicate
the market index returns.

What Can Active Managers Leam
From Passive Managers?

The definitions of “active” and “passive” are difficult to pin
down, but highlighting the differences between the business
models is much more straightforward.

In response to client demands, the indexing business model
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separates the functions of index construction (the investment
strategy) from index implementation and trading. This business
model requires partnerships, with one company defining, cal-
culating and publishing the index, and another company hold-
ing the stock portfolio and implementing the trades.

This contrasts with active management, where a single
company both creates and implements the strategy. There are
elements of any active manager’s investment strategy which
must take into account trading decisions, creating a beneficial
overlap of skills between traders and strategists. Despite this,
could it be advantageous, in some circumstances, to divide
the functions of strategy creation and implementation? Is
there a role for an Active Index?

A New Business Model: An Active Index

Why a new business model?

Business science academics have documented how small
companies innovate more successfully than large firms, but
face barriers to entry.” One way of overcoming this is for
small, innovative firms to partner with established players, as
has been done in many other industries.10

In the investment industry, one way to go about this would
be for a small firm with an innovative active strategy to part-
ner with a large, global brand index provider. This business
model allows new active strategies, which would otherwise
not have received wide attention, to reach large institutional
investors in the market.

This is an extension of the division of labor found within the
traditional index business model. Now, in addition to the roles
of index publishing and index replication, we add active strat-
egy creation (Figure 2).

The framework for
such a business model
is an Active Index—the
blank cell in our table
on page 23. It involves
index providers in active management for the first time. This
division of labor between index provider and active manager
increases competition and productivity, and reduces the cost
of active management for clients. The index provider can pub-
lish and distribute the new active strategy alongside its exist-
ing market indexes at marginal cost, allowing any passive
manager to license the new active index and replicate it for a
fee.

Within a large passive management house, costs can be
lowered by combining the trading of different clients’ portfo-
lios to create economies of scale. With enough assets, cross-
ing may be possible, further reducing transaction costs. These
factors reduce the cost of indexing large pools of money, and
would therefore also reduce implementation costs for an
active strategy once it has been wrapped in an index. Low-
cost active management becomes a reality.

Any Active Index must be clearly defined and transparent in
order to meet the index provider’s criteria. Transparency allows
the investor to place emphasis on picking the idea rather than
picking the manager. This means that changes in strategy will
be controlled by the investor, rather than the manager. With
the investor in control of her implemented strategies, the over-

Figure 2
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lap between managers can be reduced, if not eliminated.

One challenge for the Active Index business model is to
define clear lines of legal and performance accountability. The
existing structure between index providers, implementers
and clients does not make clear how a client could make a
strategy creator legally accountable. Of course, this also rais-
es the matter of regulation. GWA, for example, has taken the
approach of preferring to sign a direct contract with the end
client to simplify this accountability, and is in the process of
becoming regulated.

Performance accountability is much more straightforward.
The strategy creator is accountable for the strategy’s per-
formance relative to an appropriate benchmark; the imple-
menter is accountable for any mismatch between the value of
the client’s portfolio and the Active Index’s return. GWA's
experience is that this accountability requires a good working
relationship between strategy creator and implementer.

A further challenge for the Active Index business model is
to find the correct fee structure. Increasingly, many active
managers are offering performance fees, but the question of
how this can be combined with the traditional index provider
business model remains unsolved.

The most valuable outcome to be gained from dividing the
skillsets of index providers and active managers in an Active
Index business model is the opportunity to value the idea
behind an active strategy. This, in turn, makes the production
of robust active strategies financially attractive and rewarding
for companies who create them. Increasing the incentives for
investment innovation leads to a wider and more productive
choice of active products.

What StrategiesBenefit?

Not all strategies are suitable for an Active Index. There
would be no economies of scale, for example, in wrapping a
high volatility, low capacity, high turnover method in an
index. In order for a client to capture the advantages of an
Active Index, the strategy must be high capacity, as the pro-
ductivity benefits and economies of scale identified above can
be achieved most effectively in large pools of assets.

Cost reduction will be most apparent in strategies which
exhibit crossing, so a contrarian approach is desirable.
Further, running contra to the market within a portfolio low-
ers risk. Risk management is particularly relevant following
the dotcom bubble, with investors now focused on securing
protection from speculative bubbles.

Investors require protection from speculative bubbles
because, as a consequence of the successes of passive man-
agement, most portfolios now contain a large proportion of
indexed money which participates fully in market extremes.
The logic behind this indexed money (the ‘passive layer’) is
clear—it is a very cost effective way of gaining beta (exposure
to the market). However, the market can be very volatile, and
during a boom-bust cycle, this exposure can be troublesome.



Indexed money participated fully in the spectacular 50 per-
cent rise of the S&P 500 from 1,000 in September 1998 to
above 1,500 in March 2000, but also experienced all of the
fallback to below 800 by October 2002. As of March 2006, the
S&P had still not recovered its previous high. By placing a con-
trarian strategy alongside the “passive layer,” an investor can
be protected from such speculative excess.

The passive layer is ripe for diversification as it remains the
only segment of a typical portfolio with a single strategy—
market-cap weighting.!! This segment would benefit from a
wider range of strategies, but the enviable success of index-
ing has prevented any other strategy gaining a hold. An Active
Index might solve this conundrum.

Who Is Calling Themselves An Active

Index? Figure 3

GWA reached an agreement with FTSE in December 2004 to
launch the first Active Index explicitly marketed as such. GWA
reweights the underlying FTSE market capitalization index by
company book value, cash flow and net profit.!* FTSE then
wraps this active strategy in an index. The approach aims to out-
perform the underlying market-cap index, not replace it. We
believe the Wealth strategy is suitable for use as an Active Index
because it is high capacity, complementary to the traditional
market cap index and, for an active strategy, low cost.

The following chart demonstrates how the GWA Wealth
strategy could complement a market cap indexing approach.
The Wealth approach outperforms the market in all condi-
tions, except when the market is rising very rapidly. Wealth-
weighting performs best in falling markets, and in this way

The views of the authors of this paper have
been shaped by their experience of the new
Active Index market. GWA recently launched an

GWA Wealth-Weighted Strategy On The S&P 500
Simulated: 1975 - 2003

Active Index based on company wealth because

we believe, for the reasons outlined above, that

this business model is the best way for clients to

access and use the wealth-weighted product.

Obviously, this means our perspective comes
with some bias.

Following the massive speculative boom and
bust of the Japan stock market in the late 1980s,
MSCI published an index covering Europe,
Australia and the Far East (the MSCI EAFE Index)
that weighted countries by gross domestic prod-
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were weighted by market capitalization. For this
reason, our industry refers to this approach as
Active-Passive. MSCI was the first to publish an
index with active attributes, and their GDP-
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weighted index is still in use today.

The Active-Passive approach of using market-cap-weighted
indexes as the building blocks for an active portfolio is well
understood in finance. Schoenfeld refers to this methodology
as Active Indexing,'2 and GWA took this approach with one of
the preliminary wealth-weighted products, which went live in
1998. The portfolios were constructed based on the MSCI
universe, to provide wealth-weighted country allocations.

Probably the first fully Active Index was a product called
Intellidex, launched by the American Stock Exchange in 2003.
Despite selecting on “quantitative criteria” and then using “a
modified equal-dollar weighting,” this index was defined by the
creators as Dynamic.!3 Our view is that this is an Active Index.

A second quantitative criteria index, this time launched by
MarketGrader, recently has been gaining publicity. Its absolute
12-month performance to February 2006 of 36.1 percent is cer-
tainly eye-catching. Neither this nor the Intellidex index offers
particularly high capacity, and neither is appropriate for the
“passive layer,” though these were factors we considered
important for the suitability of the new business model. In this
case, the wrapping of an active strategy in an index is appeal-
ing for other reasons. Perhaps the Active Index business model
has more to offer than we initially thought.
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smoothes the absolute returns experienced by an investor
holding indexed assets. Wealth-weighting protects investors
from speculative bubbles.

Subsequently, RAFI reached a similar agreement with FTSE
to index what we view as an active strategy. Using four fun-
damental metrics (sales, dividends, cash flow and book value),
RAFI screens an independent universe of stocks according to
the size of each metric to obtain the largest 1,000 stocks in
the U.S. and, separately, in the World ex-US. FTSE then index-
es these active strategies. The benefits of the “Fundamental-
weighting” approach are well-documented, 5 but the best use
of these indexes is still up for debate.!6

RAFI views Fundamental Indexes as an evolutionary
improvement on, and a replacement for, market-cap indexing.
We view any debate on what is the “best” index positively, and
admire RAFI for challenging the status quo. Using our earlier
definition of a passive approach as replication, it is possible to
view the Fundamental Indexes as passive products—they are
attempting to replicate, in the RAFI terminology, the “Main
Street” market rather than the “Wall Street” market.

Having now worked with some of the index providers, we
see that the decision over what companies to include in an
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index is complex. We see, for example, that a company’s out-
performance of the market does not necessarily lead to its inclu-
sion in any particular index. Our view is that one index’s out-
performance, relative to another, while attractive from the per-
spective of an active product, does not necessarily make it a bet-
ter index.

Recently, index providers have brought to market what are,
according to our defined terms, active strategies. For example,
we view dividend indexes weighted by dividends paid as an
active strategy. This presents a case in point for discussion as to
whether a particular product is a passive or an Active Index. This
example serves to underscore the confusion in the market that
we talked about at the beginning of this paper, and which we
have tried to clarify.

Conclusion

The success of passive index management has proved to be
hugely beneficial to investors. At the same time, there are
potential negatives to the growth in indexing.!” As more and

more money follows market-cap weighting, fewer managers are
attempting to value companies, meaning that the allocation of
capital becomes less efficient. This problem is compounded by
the fact that the conservative fund manager is typically the first
to be replaced by the index. The manager remaining in the mar-
ket tends to be more speculative.

Fortunately, there is a natural counterpoint to this effect. As
more money is indexed, active managers find it is easier to
achieve higher absolute returns.!8 The average active investor
will continue to underperform the market by his fees, but at
some limiting point, passive investors realize that this provides
little comfort if the market as a whole is performing poorly.

While we believe this situation is far from being realized,
there remains a need for balance between active long-term
investment and passive indexing. In order to maintain this bal-
ance, we active managers must take some lessons from the
index business model, which has succeeded so spectacularly in
delivering what investors need: capacity, low costs, transparen-
cy and good peformance.
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