
 

 

PART I: THE UNINTENDED CONSEQUENCES OF PASSIVE INVESTING 
JULY 2015 

Abstract:   

Passive management began to capture market share in the aftermath of the 2008 financial crisis.  

This shift was due to the realization that the comparatively higher fees charged by active 

managers would eclipse the alpha (excess returns) that they were able to generate.  This has lead 

to the belief that passive modeling of the index will outperform an actively managed strategy.  

Thus, targeting a low tracking error (the standard deviation in excess of the market) / low fee 

strategy will deliver the best net performance per market risk.  This paper is a thought 

experiment that will examine:  

A. The creation of passively managed index funds. 

B. The impact on the equity market as passive funds continue to capture market share. 

C. The use of benchmarks by investment professionals. 

D. The evolution of active management in response to passive management. 

 

A. The Creation of Passively Managed Index Funds: 

John C. Bogle, founder of Vanguard, conducted an analysis in 1975 that showed, "active funds 

underperformed the S&P 500 on an annual pre-tax margin by 1.5 percent.  He also found that 

this shortfall was virtually identical to the costs incurred by fund investors during that period," 

(Rick Ferri, Forbes 2/3/2014).  Therefore, Bogle concluded that a portfolio that was structured to 

match the index would perform in-line with most actively managed portfolios over time.  By 
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matching the index, however, he would eliminate the added volatility associated with excess 

returns (tracking error) and, by reducing costs, outperform active managers.  In 1976 Vanguard 

launched VFINX.  This was the first fund that aimed to track the market's risk-adjusted return. 

How does one create a passively managed portfolio?  While there are three accepted strategies 

(full replication, stratified sampling, and optimization) we will focus on full replication and 

optimization as their results tend to have the lowest tracking error.  This makes them the most 

appropriate for passive indexers. 

Full replication is simply constructing a portfolio to completely match an index.  For a price-

weighted index you would buy one of each stock to achieve indexing. To match a market-

capitalization weighted index you buy the amount of stock so that its weight in the portfolio is 

equal to its weight in the index.   

Full replication is typically used when the index is comprised of fewer quantities of companies.  

Indexes containing many stocks incur larger transaction costs associated with rebalancing / 

reinvesting dividends.  This will increase the tracking error. 

Optimization is a quantitative process that, "employs multiple factors in its computations to 

explain market phenomena and / or equilibrium asset prices," (Multi-Factor Model, 

Investopedia).  It can be used to match a market's performance by matching the portfolios' set of 

risk factors to that of the market.  For example, risk factors can be related to market 

capitalization, book-to-price, or industry.  An inherent problem with this strategy is that these 

factors are not necessarily backed by economic fundamentals.  Moreover, the market's exposure 

to these factors may change over time, which would cause non-stationary data to emerge.  This 

would result in a significant increase in portfolio tracking error. 

In order to better understand these passive strategies, I compared mutual funds and exchange 

traded funds that seek to mimic the S&P500.  The S&P500 is a market-capitalization weighted 

index that is adjusted for free-float.  Below is a table that compares the largest ten holdings in the 

S&P500 (benchmark) to that of seven funds.  The selection of these funds was relatively random, 

the only condition that applied was that they attempt to match the S&P500 (data collected on 

6/10/2015)): 



 

 

Source: YahooFinance! and Slickcharts.com 

Going over these holdings, without making any claims of significance, it appears that the eight 

largest components of the S&P 500 (AAPL, MSFT, XOM, GE, JNJ, WFC, BRK.B, AND JPM) 

were found in the largest ten holdings of all of these funds.  PG was found in all but one and PFE 

was found in over half.  The largest active deviation from the benchmark was found in T. Rowe 

Price's PREIX fund, which took an active weight of -0.24% for MSFT.  Thus, in terms of 

composition, these funds' ten largest holdings were approximately the same as the benchmark.  

The ten largest holdings, on average, comprised 17.26% of each fund.  It is clear from their 

largest holdings, that these funds do an excellent job replicating their indices. 

 

B. The Impact on Equity Markets as Passive Funds Continue to Capture Market Share: 

Thus far we have examined the goal of passive management, the rationale behind it, and the 

means by which this strategy can be achieved.  But what trends may arise from such a strategy  

and how might they alter the functioning of the very markets they seek to replicate? 

Since 2007 there has been a noticeable increase of passively managed products within the wealth 

management industry.  As you can see below, index / index ETF market share had been flat prior 

to the financial crisis (averaging 11% from 2000 to 2007).  Indexing began to capture market 

share in 2008.  This phenomenon accelerated in 2014, which was the first year that index 

products increased their market share by more than 1%.  Going forward we would expect these 

trends to accelerate their contribution to the market at an increasing rate.  How might this impact 

markets? 



 

 
Source: ICI, Fitch Ratings 

Re-visiting the creation of passively managed portfolios we remember that full-replication 

entails buying a portfolio that completely copies the index and optimization matches market risk 

factors.  It is important that fully replicated and optimized portfolios have a low turnover so that 

transaction costs do not negatively impact portfolio performance.  Full replication will only 

undertake trading to invest dividends and cash or restructure the portfolio when index providers 

add / drop equities.  Thus, we would expect both strategies to be "buy-and-hold" with minimal 

portfolio turnovers. 

In fact, analyzing the portfolio turnover for the seven previously mentioned funds yields the 

following data:  

 
Source: YahooFinance! and Morningstar 

With an annual turnover of only 3.71% per annum, the cumulative 926 billion dollars worth of 

funds would trade approximately $34.5 billion worth of stock per year. 



 

This results in a drastically lower turnover when compared to their active counterparts, which 

tend to have turnovers that range from 30-80% per year.  Therefore, you would expect the total 

market volume to decrease as passive management becomes a larger slice of the pie and this is 

what has occurred since 2007 (see below): 

 
Source: ICI, Fitch Ratings and WSJ.com 

 

Based on the best-fit lines, it appears that there is a direct negative relationship between the 

market's volume and the percent of assets that are invested in passively managed products.  

While this negative correlation does not imply causation, the assertion that it is partly responsible 

has a fundamental basis when you compare the portfolio turnovers between passive and active 

managers.  Assuming that this relationship holds, we would expect market volume to continue to 

decline as passively managed funds continue to increase their market share.  How might this 

impact the equity markets? 

 

A decrease in market volume should increase the liquidity premium (compensates investors for 

illiquidity of their assets over time) in individual equities.  As they are traded less you would 



 

expect their prices to deviate more from intrinsic value and you would also expect that value to 

be revise downwards. 

 

Further magnifying these deviations is the process by which these passive funds buy equities.  In 

seeking to mimic the index, passively managed funds stress a portfolio composition that does a 

better job in tracking an index.  This contrasts with the traditional investment process that seeks 

to create a portfolio that has favorable risk-adjusted return prospects.  Therefore, passive 

management results in buying securities without consideration of their fundamentals.  For 

example: if a mutual fund were to attract capital it would allocate it in-line with the established 

portfolio.  So a $100 billion inflow would result in buying and additional $4.03 billion worth of 

AAPL, $2.15 billion of MSFT, and $1.93 billion worth of XOM.  There is no fundamental 

reason to purchase these equities in these quantities, there is only the underlying desire to match 

the benchmark.  This, I think, is the greatest deficiency with the growth of passively managed 

funds.  When tracking an index these funds were able to take advantage of the fact that active 

managers changed their portfolios in order to purchase stocks that they expected to appreciate by 

more than the market.  This resulted in a marketplace where the forces of supply and demand 

worked in order to price securities based on their intrinsic value.  As these players disappear you 

will have fewer investors with opposing opinions.  The sole goal will remain benchmark 

replication at the lowest possible price. 

 

It is possible that, as volume dries and active managers switch to passive strategies, the markets 

will become less efficient.  Herding behavior led investors to buy internet companies in the late 

90s and financial firms prior to the Great Recession.  Now they are piling into passively 

managed funds without questioning the rationale behind their holdings.  This could, perversely, 

distort the market pricing mechanism making it easier for active managers to identify 

opportunities to add alpha. 

 

One example of this distortion is the inevitable uptick in volatility.  Volatility is a measure of 

market risk and is approximated by the standard deviation of the market price over a period of 

time.  Therefore, as the volatility of the market pricing mechanism increases so does market risk.  

As fewer parties enter the market with conflicting ideas and as volume dries up I would expect 



 

the resilience and depth of a stock's price would decrease.  This would occur as fewer parties are 

present to support a position. When coupled with a lack of conflicting ideas, this may lead to a 

wider bid-ask spread.  The overall volatility of the market might increase.  This would be an 

interesting development as passive investing is supposed to limit the investor to market risk.  At 

the same time the march into passively managed funds may increase that risk of the overall 

market. 

 

C. The Use of Benchmarks by Investment Professionals 

The previous section demonstrated that passive investing began to take-off in the aftermath of 

the financial crisis.  This would have been a fantastic time to move your money into this 

managerial style.  Since the bottom of the market in 2009, the annualized return for the S&P500 

was 18.48% through May 31, 2015.  But what if you had been a passive investor since the start 

of the millennium?  This would have yielded an annualized return of only 4.34% through May of 

2015.  Putting the performance of an index in this context drives the question: when should an 

investor seek to replicate the market on a risk-adjusted basis? 

 

While the return component of investing is fairly straightforward, market risk is the phantom that 

drives an investor's decision making process.  Communication of market risk is often the most 

difficult part of managing a client's capital, especially when the market has made meteoric leaps 

for over half of a decade.  The two factors that should impact each client's exposure to the market 

is A) their situational profile (that is their relative level of wealth, their time horizon for 

investing, and their natural tendency towards riskiness or risk aversion) and B) the risk within the 

market.  Although fundamental valuations of risk have been notoriously poor timing tools they 

do indicate the increase in risk that is present, which does have implications for future expected 

returns.  Below is the Shiller P/E, which is the price-to-earnings-ratio based on inflation adjusted 

earnings for the ten previous years. 



 

 

Source: Graph - www.mulpl.com/shiller-pe/  
Data - Irrational Exuberance, by Robert Shiller  

Since the late 1800's this indicator has varied from a low of approximately 5 (prior to the 1920s 

bull market) and a high of almost 45 (prior to the .com bubble).  A passive investing strategy 

would continually hold the market portfolio and market risk, despite the fact that market risk 

might not be appropriate for the client.  If market risk is not suitable, why is a market portfolio 

suitable? 

 

D. The Evolution of Active Management in Response to Passive Management 

The rise of passive management will benefit the active management industry.  Schumpeter's 

process of creative destruction should result in the demise of active managers that have a history 

of underperforming the markets.  This may result in a survivorship bias where the remaining 

managers have a stronger ability of adding alpha.  The low fee structure of passive management 

has already begun to cause active managers to lower their fees.  As a result we may have active 

managers that are more likely to add alpha and charge lower fees.  Active managers may also 

provide additional services such as budgeting, insurance, and retirement planning in order to 

justify their fees.  These actions will all benefit clients. 

 

As passive management captures increasing market share I would expect the volume to continue 

to decrease within the market.  This should have a distorting impact on asset pricing, which 

would allow active managers to earn additional alpha. 

 



 

Growth managers might benefit from purchasing mega-caps in bull markets.  These corporations 

will be overrepresented in market capitalization-weighted indices.  As passive funds raise 

additional capital, they will allocate it in line with the index weighting scheme.  This will result 

in greater demand for mega-caps, which will lead to increasing prices, which in-turn results in 

these equities having a larger weighting within the index.  This process could repeat itself 

benefiting the active holders of mega-caps whose price is accelerating faster than that of the 

market.  Managers with the ability to take short positions (hedge funds) might benefit from 

shorting these securities to drive them back towards their intrinsic value. 

 

Value managers might play the sectors of the market that won't be replicated due to liquidity 

constraints (small / micro-caps).   There may continue to be greater deviations from intrinsic 

value in these areas. They would also have the ability to outperform in bear markets and market 

consolidations.  In these instances capital might not flow into passively managed funds with such 

vigor, allowing equities to trend closer towards intrinsic value. 

 

Conclusion: 

When market consensus suggests the absolute benefits of any strategy, it is important to question 

its shortfalls.  Over time, I expect, more investors to continue to herd into passively managed 

products.  The impact on the market may be slow to emerge, but it should serve to decrease 

liquidity and increase volatility.  Thus, a strategy that seeks to track market risk may ultimately 

increase the risk of the overall market and be an inappropriate strategy for the average investor.   

 

Tailoring portfolios on a risk-adjusted basis may be the single greatest benefit to an actively 

managed strategy.  Join us for Part II, where we will examine maintaining an active strategy in 

an ever-increasingly passive market.   
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