
Question? In your view, 

what’s better; New Coke or 
Coke Classic? Grey Goose 
or Smirnoff?  CFL or NFL 
football? Formula One or 
NASCAR auto racing? The 
Toronto Maple Leafs or the 
Montreal Canadiens? 

For these questions, and a 
host of similar ones, the an-
swer is a function of belief. 
And it’s often impossible to 
change a person’s view on 
such items regardless how 
hard one tries. Why? Be-
cause a person’s views are 
linked to their emotions. 

One of the most enduring 
debates in finance is which 
method of investing is best. 
At its crux, it boils down to 
this; is active or passive 
management better? 

This question has led re-
searchers to toil for decades. 
Every day new studies 
emerge from academia, the 
media, and on the internet or 
social media. 

Since the mid 1960s, the 
academic community has 
stood firmly behind the view 
that passive management 
(via low cost index funds) is 
the better approach. This 
view is backed by research 
that examined performance 
of active management over 
long periods. The research 
has been repeated in many 
countries and always yields 
similar results. Net of fees 
(fees are a big factor) pas-
sive investing gives better 
results than active investing. 

But try convincing people 
outside of academia that this 
is true. It’s near impossible, 
to put it mildly. The active 
management community has 
spent much of their lives 
building products (mutual 
funds, ETF, private equity, 
etc.) that promise solid risk 
adjusted returns. Proponents 
of active management say 
human skill and superior 
product design are what ulti-
mately determines results. 

So which is it? Which really 
delivers the promise? Since I 
straddle two worlds, academ-
ia (today) and active man-
agement during my three 
decades in asset manage-
ment, I am often asked this 

question. 
Let me 
borrow 
from the 
econo-
mist 
toolkit. 
This 
means 

my answer is...“it depends”. 

On the one hand…...the 
decision to invest passively is 
based on evidence of how 
markets operate and how 
people react. Prof. Eugene 
Fama, winner of this year’s 
Nobel Prize in Economics, 
postulated that it is virtually 
impossible to beat an effi-
cient market because all new 
information is processed in-
stantaneously. Unless you 
have advance knowledge 
(i.e., insider information) no 
one has a competitive ad-

vantage. Also, there are no 
sure-fire tools that let you 
correctly out-guess what the 
future will hold. 

On the other hand, Prof. 
Robert Shiller, co-recipient of 
this year’s Nobel Prize, 
thinks markets are mostly 
rational but, in some circum-
stances, can turn irrational. 
One cause is herding. Es-
sentially, behavioral factors 
allow markets to over- or 
undershot proper valuations. 
If true, experts should exploit 
these imbalances for a profit. 

Prof. Athanassakos, a pro-
ponent of the value style of 
investing, wrote an article 
recently supporting the ac-
tive approach. Separately, 
Prof. Antti Petajisto looked at 
active managers using a tool 
called ‘active share’. He con-
cluded most active manag-
ers are really just closet in-
dexers and thus, can’t beat 
the benchmarks. One key 
finding is that since 1981, US 
equity funds have gradually 
been less active (i.e., thus, 
more like closet indexers).  

Conclusion: 

What’s the recipe for active 
management success? High 
conviction levels, concentrat-
ed portfolios and firms that 
have analysts who are pri-
marily stock-pickers. Such 
firms do exist. The big chal-
lenge is finding them. The 
bigger challenge is finding 
them early. And that’s why 
low-cost passive investing 
also makes sense.  
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ASI — What we do: 

Alternativ Solution Inc. offers 

advice on capital market relat-

ed issues for institutional cli-

ents (pension plans, endow-

ments, ETFs and mutual funds) 

on an assortment of topics 

ranging from strategy, risk 

management, asset allocation 

and manager abilities. The firm 

also provides advice or educa-

tional services to Boards.   

ASI is focused on both the 

asset and liability sides of the 

retirement question. Our main 

objective is helping retirement 

plans achieve better results.  

Our expertise is on both tradi-

tional active and passive invest-

ments, plus an array of alterna-

tive asset classes. 

Mr. Klar is faculty member at 

the Schulich School of Business 

and is a Board advisor to York 

University’s $1.7 billion pen-

sion plan. 

....Cheers, GMK 
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