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One of the most im-
portant lessons that an
investor can learn is the
advantage of index in-
vesting.

The difference between
indexing and active
management is para-
mount to investment
practice and has been
debated for more than a
quarter of a century by
the most experienced
financiers in the world.

INDEXING
ACTIVE I NV
Investors that utilize

indexing strategies con-
centrate on the replica-
tion of the investment
performance of a given
benchmark proxy in or-
der to generate average
investment perfor-
mance.

In contrast, actively
managed investment
strategies use research
in conjunction with

The purpose of this arti-
cle is to explain to nov-
ice investors the six rea-
sons why indexing

s

L

knowledge, skills, and
experience in order to
make investment deci-
sions that are expected
to generate above aver-
age investment perfor-
mance over time.

The distinction between
these two types of in-
vestment methodolo-
gies cannot be more po-
larized, as indexing
strategies ignore most

STRATEGIES
ESTMENT MAN
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strategies offer the best
long-term  investment
performance.

As you contemplate the
points made in this arti-
cle, think about the im-
plications of what you
are learning and how
they differ from what
you hear every day on
the financial news net-
works and by institu-
tional investment con-
sultants.
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of the qualitative and
quantitative  variables
that are typically be-
lieved by active manag-
ers to give them an ad-
vantage in terms of

making profitable in-
vestment decisions.

Given the vast differ-
ence between passive
investing and active in-
vesting, a logical inves-
tor should expect
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strategies based upon ro-
bust active investment
management to outper-
form their simplistic in-
dexing counterparts over
time.

Ironically, the empirical
evidence proves that the
contrary conclusion is ver-
ifiably the case, as recent-
ly proven by a 10-year
gentlemen’s bet that was
made between the famous
financier Warren Buffett
and hedge fund manager

JJADKINS CAPITAL MANAGEMENT

their bet has now come
to fruition, and Buffet's
passively managed in-
dex fund earned 7.1%
per year, in comparison
to Seis” hedge fund,
which earned just 2.2%
per year.

In dollar terms, the dif-
ference in these two in-
vestment strategies
would have yielded a
net benefit of $634 thou-
sand dollars to those
investors that selected

instead of the

hedge fund.

With this example in
mind, many people
ponder how passively
managed index funds
are able to outperform
investment strategies
that utilize compre-
hensive active invest-
ment analysis. Based
upon our research and
experience, here are
our conclusions that
explain this analytical

Ted Seis.
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A very important com-
ponent to understand-
ing the performance
advantage of passive
management stems
from the fact that index-
ing is a free-rider meth-
odology that requires
minimal resources to
employ and therefore
has significant opera-
tional economies and
efficiencies over their
higher cost actively
managed counterparts.
This in turn makes in-
dexing strategies more
effective over time.

In order to understand
this premise, it is im-
portant to recognize
that an index committee
(e.g. Dow Jones) con-
ducts a comprehensive
analysis of every com-
pany that it considers

indexing strategy

conundrum.

AVINGS ATTRIBUTED

for their benchmark
proxy (e.g., Dow Jones
Industrial Average) and
the index committee
monitors the selected
companies on an ongo-
ing basis in order to de-
termine if any changes
in the benchmark con-
stituency needs to be
made.

Indexing strategies are
able to gain cost ad-
vantages because they
simply use the recom-
mendations of the index
committee as free sell-
side investment re-
search in order to con-
struct their index fund

portfolio (e.g., SPDR
Dow Jones Industrial
Average ETF).

This in turn cuts out all
of the costs associated

TO THE

FREE-RIDER METHODOLOGY

with the qualitative and
quantitative analysis that
needs to be conducted by
an active investment
management team,
which in turn gives in-
dexing strategies a very
strong cost savings ad-
vantage over time.

In addition to the costs
savings associated with
using indexing strategies,
investors need to under-
stand that there are five
structural, regulatory,
and investment analysis
factors that give index
funds a material invest-
ment performance ad-
vantage over time.

Let us examine over the
next sections of this arti-
cle the following five fac-
tors that promote the use
of indexing strategies.
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Investors need to have
an understanding of
the structure of the sec-
ondary capital markets
in order to conceptual-
ize how the markets
give an investment per-
formance advantage to
indexing strategies.

Investment funds like
actively managed mu-
tual funds, index mutu-
al funds, and ETFs are
made up of company
securities that trade on
an exchange such as
the NYSE or the
NASDAQ.

In the case of the Dow

Jones Industrial Aver-
age, 30 companies that
trade on one of these
exchanges make up the

FACTORS THAT

FAVOR

INDEXING

The mission of the secondary capital markets

The prohibited use of material non-public information

PAGE 3

The mandates set forth by Regulation Fair Disclosure (Reg FD)

The implications of index funds gaining larger market share

The manner in which investor returns are generated
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3M, and Walmart repre-
sent four of the 30 con-
stituents that make up
the index.

The common stock for
these companies are
said to trade in the sec-
ondary capital markets.

With this general under-
standing in mind, inves-
tors can start to glean
the many structural ad-
vantages associated
with the use of indexing
strategies.

To begin, indexing strat-
egies have a perfor-
mance advantage due to
the mission of the sec-
ondary capital markets.

In essence, these mar-
kets provide liquidity
and transparency of
trade completion.

For these reasons, secu-
rity prices listed on
these secondary markets
typically trade at a rela-
tively accurate price.

THE MIssION
ITAL MARKETS
This premise is true because
the secondary capital markets
were created in order to allow
companies to maintain long-
term access to capital that
they received through an ini-
tial public offering (IPO),
while allowing investors that
supplied the capital to have a
market that will allow them
to exit out of their investment
in a timely manner and with

minimal price impact.

Given this mission, it stands
to reason that the secondary
capital markets must main-
tain a level of stock price effi-
ciency in order to maintain
investor confidence in the
system.

If this trust breaks down, the
secondary capital markets
will lose credibility, and ulti-
mately cease to function in a
beneficial manner for both the
management of the compa-
nies needing capital, and the
investors that are willing to
provide the capital.
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With this in mind, the
company stock that
trades in the secondary
capital markets should
trade within a reasona-
ble band around the
accurate stock price for

JJ ADKINS CAPITAL MANAGEMENT

In contrast, actively
managed funds strive
to generate abnormal
returns based on the
anticipated impact of
some type of qualita-
tive or quantitative

-~

information about a
company that may or
may not have an im-
pact on the investment
performance of the
company over time.

However, given the

the company.

Since this premise typi-
cally holds true, the
secondary capital mar-
kets system gives a
structural advantage to
index funds, because
indexing strategies
simply strive to repli-
cate the performance of
the index.
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REGULATORY
MATERIAL

Indexing strategies do
not try to discover qual-
itative or quantitative
information that facili-
tates the generation of
superior investment
returns.

“Cﬁ@gmzqmj,
guidefines that
trading curlail

the safue of
aclive investment

In contrast, active in-
vestment strategies seek
to uncover important
qualitative and quanti-
tative information
about a company that is
not currently reflected
in the price of the com-
pany's common stock
securities in order to
generate superior in-
vestment returns.

1

WWWLMI/{

Unfortunately, the type
of information that is

mission of the second-
ary capital markets,
the performance goals
of active managers is
negated, because mar-
ket efficiency puts a
band around the per-
formance of stocks,
which in turn limits
the ability to generate
abnormal returns.

needed by active invest-
ment managers to
achieve this type of goal
is typically classified as
material non-public in-
formation, and it is ille-
gal for investment man-
agers to buy or sell se-
curities based on their
access to this type of
privileged information.

Therefore, active invest-
ment managers are cur-
tailed by this regulation
from generating abnor-
mal investment returns
through the use of invest-
ment analysis.

As a result, investment
managers are better off
simply trying to replicate
the performance of the
market by using an in-
dexing strategy.

With this in mind, the
regulatory  guidelines
surrounding the use of
material non-public in-
formation gives an im-
portant regulatory ad-
vantage to the use of in-
dexing strategies.
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ing strategies.

Indexing strategies have
gained significant popu-
larity over time, and
many experts believe
that going forward
there will be a greater
shift from the use of ac-
tively managed funds to
the use of index funds.

The implications of this
change in market share
from active strategies to
passive strategies is that
it will be more difficult
for actively managed
funds to outperform
index funds.

This premise is true be-
cause as more and more
of the assets invested in
the secondary capital
markets are invested
according to indexing

ADKINS CAPITAL MANAGEMENT

strong ethical standards in the secondary capital markets. Reg FD also helps promote market effi-
ciency. However, the regulatory requirements of Reg FD give indexing strategies an investment
performance advantage, because it minimizes the amount of time that active managers can capital-
ize on material public information that they may uncover by conducting their qualitative and quan-
titative analysis. Moreover, Reg FD particularly hinders active investment managers that want to
use material public information in order to make multiple purchases of a security over time. As a
result, the regulatory guidelines of Reg FD gives another performance advantage to the use of index-

IMPLICATIONS ATTRIBUTED TO THE EVOLUTION
FROM ACTIVE TO

PAGE 5

NT PERFORMANCE CONSTRAINTS
GULATION FAIR DISCLOSURE

In October of 2000, the Securities and Ex-

change Commission (SEC) implemented

Regulation Fair Disclosure. Reg FD man- “Req FD minimiges the

dates that material public information usefufness of quakitalive and

about a company be disseminated in a quantilalise analysis”

timely manner and to a wide audience of
investors.  In addition, Reg FD helps
mandate transparency and helps promote

PASSIVE MARKET SHARE

strategies, the factors
that are used to allo-
cate capital to the
purchase or sell of
company stock will
be completely differ-
ent from the qualita-
tive and quantitative
factors that active in-
vestment managers
use to make their in-
vestment decisions.
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As a result, the evolu-
tion in market share
that is gained by in-
dexing strategies at
the expense of active
market share will
give indexing strate-
gies an advantage in
terms of generating
future  investment
performance.
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Investors may use ac-
tive investment man-
agement to precisely
determine the price of a
company’s common
stock using their pro-
prietary top down or
bottom up analytical
methodology.

However, if no one else
is using their method-

IMPLICATIONS OF
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INVE

ology to analyze companies
in that manner, then their
methodology will not add
any investment value in
terms of generating superior
investment performance.

Therefore, the key to active
investment management
should be to determine how
current and prospective in-
vestors make their invest-
= ment  decisions,
and then act ac-
* cording to the an-
3 ticipated actions
2 of those investors.
* This in turn will
" allow the active

investment man-
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ager to generate strong
investment performance
based upon what the total-
ity of the actions taken by
the market investors de-

cide to do with regard to She insestment
the purchase or sale of a .

acliona Eaxng,@
given security. Oig
Unfortunately, it is impos-
sible to know how current Jdelevmine
and prospective market %
investors are going to
make their investment de-
cisions.
Therefore, active invest-

ment managers are simply
better off buying the over-
all performance of the
market via an index fund.

The answer to the debate
surrounding the superi-
ority of indexing strate-
gies is clear to those in-
vestors that understand
the keys to generating
strong investment perfor-
mance.

“@n index fund

will aloays offer While the value of active
the best nel- oﬂfm investment management
will be touted by finan-

inmveatment

cial pundits in the finan-
cial news media and by
many institutional invest-
ment consulting firms,
the reason why these
groups of people take
such a position is because
they are promoting their
business industry and
protecting  their liveli-

a consiskent basic
onen )(/im”

CONCLUSION

hood.

In a country that is be-
coming more aware of
the concept of fake news,
prospective  investors
need to know that de-
ceptive tactics have been
prevalent in the financial
services industry for

well over a quarter of a
century, and have likely
taken place since the first

trade was made in 1792
under a buttonwood tree
on Wall Street in New
York City.

With this in mind, it is
important to be clear and
concise about the passive
versus active debate.

Let there be no confu-
sion. For every asset
class in which there is an
index fund that is
available to inves-
tors, the indexing
| strategy will always
offer the best net-of-
fee investment per-
formance on a con-
sistent basis over

-
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The founder, owner, and CEO of Adkins Capital Manage-
ment (ACM) has more than 10-years of institutional invest-
ment consulting experience and more than 20-years of
investment analysis experience. Mr. Adkins has written

25 investment- financial- retirement- and real estate-

articles that have been published by companies such as

Forbes, Investor's Business Daily, Yahoo Finance, and

ADKINS CAPITAL
MANAGEMENT, LLC Investopedia, as well as more than 200 newspapers
174 West 4th Street, #291 throughout the U.S. and its territories.
New York City, NY 10014
Adkins Capital Management is a digital startup company.
The mission of ACM is to bridge the gap in the residential
212.810.7758 housing market, where deficiencies in education, public

troy.m.adkins@gmail.com
policy, regulation, product structure, and personnel have

created an environment where prospective home buyers

“Helping Prospective Home Buyers Make need assistance with making a prudent home purchase

A Prudent Home Purchase Decision “
decision.




