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Overview



I
Passive investment
supplants active

Rarely has the cost of investing come under such scrutiny. And
rarely with such sustained intensity.

With most active equity portfolios having failed to beat their
benchmarks since the 2008 debt crisis, regulators and investment
consultants seem to have lost patience with the large number of
funds whose persistent underperformance is matched by their
persistently high fees.

So too has the financial press.
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The growing disillusionment with actively managed funds and
investment gatekeepers’ focus on cost are transforming the finan-
cial landscape. Passive investing is now firmly in the ascendancy.

Since the end 0of 2007, passive exchange-traded funds (ETFs)
have accumulated a net USD1.7 trillion of investment inflows. That
contrasts with the USD1.2 trillion drained from actively managed
vehicles over the same period (FIG.1).



From the perspective of an individual investor, the shift makes
sense. Index-tracking funds charge lower fees. And it is also true
that they have delivered better returns than the average actively
managed fund after investment charges.!

Problems are sure to arise, though, if indexation becomes the
dominant form of investment. In such a scenario, it is not clear
the financial market will be able to allocate capital efficiently.

Nor is it certain that corporate executives will be held to account.
There is also the prospect of entire industries falling under the
control of just a few passive investment firms — a development that
could erode the pillars of the free-market economy and stifle
innovation.

The enthusiasm for index-tracking is born out of regulators’ and
consultants’ desire to control cost. That is a laudable goal. But the
longer-term costs associated with the expansion of passive invest-
ment have not been properly assessed. If the majority of investors
embrace them, index-trackers threaten to sabotage the very system
upon which they were built.

1 Thisis, in fact, a mathematical cer-
tainty that has no bearing on the
debate over whether skilled invest-
ment managers exist. As the port-
folios of all investors who are active
in a market are the market, their
average return before costs must be
equal to the market return. Once
costs are taken into account, the
average investor must underperform:
there can be no skill, on average.
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The rise of passive investing
and the misallocation of capital



Passive funds tighten
their grip

Rise of passive investing
and the misallocation of capital

The advocates of passive investing have compiled a long list
of arguments to justify its expansion. Some are hard to dispute.
Index-trackers charge lower fees than their actively managed coun-
terparts. And their returns will beat those of the average active fund
after portfolio management costs are taken into account.

Yet one of the other claims made by index-trackers’ proponents
— that passive investing’s breakneck growth won’t affect the way
capital is allocated across the economy — is somewhat harder to
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rationalise. By definition, passive investors are indiscriminate buy-
ers and sellers that pay no attention to the price, value or risk of a
security.
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So if, as Moody’s predicts, index-tracking becomes the primary
form of investment in US equities in as little as four years,? it is
difficult to see how a financial market dominated by investors on
autopilot can ever be an efficient distributor of capital.

The misallocation of capital is already evident in one sector
where passive vehicles account for the biggest share of trading
activity — the commodities market. In a 2016 study, academics at
the University of Washington, University of Utah and Washington
University (St Louis) examined the effects of passive investing on
both commodity prices and the firms that were heavily dependent
on raw materials. The researchers found that, because of the en-
larged footprint of passive investors, commodity prices had become
detached from underlying trends in demand and supply. This, in
turn, affected the cash flow, production costs and investment
decisions of companies that are heavy users of agricultural prod-
ucts, metals and the like.3

If passive investing can weigh on business decisions by distort-
ing the cost of companies’ physical inputs, then it could do even
more damage if it begins to affect their cost of capital and strategic
planning.

The mechanics of index-tracking dictate that the shares of com-
panies with large weightings in the major indices attract more
investment flows irrespective of their underlying fundamentals.

This affords such firms substantial privileges.

Research shows benchmark inclusion alone can boost the valua-
tion of a stock by up to 40 per cent,* making it much cheaper for
index members to raise new equity. Less obvious but just as impor-
tant, index membership can also cut firms’ borrowing costs: the
market capitalisation of a stock has been shown to have a strong
bearing on the credit scoring models used by ratings agencies
and debt syndication teams to price corporate bonds and loans.®

2 The point at which 50 per cent of all

equities’ free-float is held in passive

vehicles.

The Economic Impactof Index Investing

Brogaard, J., Ringgenberg, M., Sovich,

D.2017

4 The Index Premium and its Hidden
Cost for Index Funds, Petajisto, A.,
Journal of Empirical Finance,
18 (2): 271-288, 2011

5 Market valuation is a key component
of most credit scoring models as it has
an impact on affordable corporate
debt level and, in turn, spending plans
and investment rates. Such metrics
feature in Moody’s KHV model, the
Heston model, Altman’s Z-score
model as well as other credit profiling
systems used by the main ratings
agencies.

w
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But artificially low financing costs — while welcome in the short
term — are a recipe for investment misallocation over the long run.
Take the example of a benchmark constituent that is considering
whether to invest in a large, long-term project. Able to finance itself
more cheaply thanks to its privileged status, the firm’s hurdle rate
— the minimum return that project would need to generate to be-
come commercially viable — is lower than the underlying funda-
mentals would suggest. As a result, it's conceivable that the com-
pany gets drawn into a venture that cannot cover its true cost of
capital.

Equally troubling is how indexing might affect the investment de-
cisions of firms excluded from the main benchmarks. In contrast
to their index-held peers, these companies face abnormally high
capital costs. And because they are penalised by higher hurdle
rates, their otherwise viable projects are more likely to be shelved.

More broadly, these anomalies point to the problems that can
surface if price discovery — the process through which buyers and
sellers determine the equilibrium value of a security — breaks down.
For information to be efficiently embedded into a stock price, the
system needs sufficient numbers of active investors to set that price.
It is a mechanism that serves as a public good.

But if active managers continue to be supplanted by passive in-
vestors at the present pace, asset prices will lose their fundamen-
tal underpinnings. There is already some evidence of this among
stocks owned primarily by passive investors. Such securities are
prone to greater — and more frequent — price swings. When money
moves into or out of a tracker fund, the resulting flow creates buy
or sell orders for all stocks that make up the index at the same time.
As a consequence of this herding, index constituents begin moving
in lockstep with one another, causing stocks’ price movements to
become detached from companies’ underlying fundamentals.®

These irregularities in securities markets matter because stock
prices influence activity in the real economy in a number of ways.”

To begin with, corporate boards — of both public and private
companies — use stock prices to guide their decisions. Empirical
evidence shows that when assessing whether to list their company,
for instance, private firms tend to use external price signals more
than internal ones when pricing initial public offerings. The same
is true for other financial transactions such as venture capital deals
and mergers and acquisitions.

6 See Active vs Passive Investing and
the Efficiency of Individual Stock
Prices, Werners, R., Yao, T., May 2010

7 For a detailed discussion on the links
between financial markets and the
real economy, see The real effects of
financial markets, Bond, P., Edmans,
F., Goldstein, I, The Annual Review of
Financial Economics, 4:2.1-2.22,
2012
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Secondly, companies follow the market’s price signals closely
because they are party to contracts that are contingent on stock
valuations — such as executive compensation packages.

Thirdly, businesses display a strong behavioural bias to use
stock prices to guide strategic planning because they believe
them to be the most efficient aggregator of economic information.

A world dominated by passive investors, then, looks unlikely to
be a financial utopia. Serious misallocations of capital could well
become the norm, creating asset bubbles on the one hand and leav-
ing innovative firms deprived of funds on the other. None of this
would be good for productivity or economic growth.

13






Passive investing and its effects
on corporate governance and ownership
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Passive investing and its
effects on corporate
governance and ownership

The growth of passive funds is often described as the democratisa-
tion of investment. But there’s a paradox behind this glorious revo-
lution. In diverting assets to index-tracking funds, investors inadvert-
ently hand more power to a small number of the world’s largest
investment managers, to the possible detriment of the economy.

To understand why, it's necessary to look more closely at micro-
economic forces at play in the investment industry and their effects
on company ownership.

FIG.3

I — % OF INDEX-TRACKING ETFS, FUNDS, OWNED BY LARGEST 3 PASSIVE FUND HOUSES
Passive oligopolies (BLACKROCK, VANGUARD, STATE STREET)
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Source: Broadridge;
covering period 31.12.2001-31.12.2016

In the active management business, money managers face con-
straints on their capacity to accumulate assets. The first is cost. As
an actively managed fund gathers investments, it becomes increas-
ingly complex to manage, requiring more analysts and risk manage-
ment professionals. This limits how much an individual fund can
grow. In other words, for active managers, economies of scale are
in short supply.

A second obstacle to fund growth is liquidity. When actively
managed portfolios grow in size, fund managers find it increasingly
difficult to build positions in their favoured stocks. Doing so under
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these circumstances would risk pushing up the price of those secu-
rities relative to the rest of the market, which would make excess
returns harder to come by.

None of this applies to passive investing. Here, commercial suc-
cess and asset growth depend almost exclusively on a money
manager’s ability to cut costs. And the very largest firms are best
placed to exploit these economies of scale.

Recent evidence suggests commoditisation is already in full
swing. Our research shows that the passive investment business is
fast evolving into an oligopoly, increasingly dominated by the
largest providers of index-trackers, firms that also happen to be
the world’s three biggest investment companies — BlackRock,
Vanguard and State Street.

The trend is unlikely to reverse. The more assets these firms
gather, the more they can reduce management charges and so
continue their expansion.

This has serious implications. As the assets held in passive funds
increase, a greater proportion of the globe’s listed companies will fall
under the control of the giants of the investment industry. Together,
the Big Three already control 70 per cent of all passively held assets

FIG.4
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worldwide. Their influence in the US is especially pronounced.

There, Vanguard, BlackRock and StateStreet collectively con-
trol almost 18 per cent of the largest 100 firms in the S&P 500
Index, up from just 7.7 per centin 2007. Combined, these money
managers would be the largest shareholder for more than 40 per
cent of the 4,000 listed companies in the US.2 On a capitalisation-
weighted basis, that figure is far higher.

8 Hidden Power of the Big Three? Passive
index funds, re-concentration of
corporate ownership and new financial
risk, Fichtner, J, Heemskerk, E, and
Garcia-Bernardo, J, University of
Amsterdam, Working Paper, October,
2016.
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Some simple arithmetic suggests their influence is set to grow
further. Should the current trend continue, the proportion of US
equities held by passive vehicles will increase from approximately
45 per cent of all fund assets to 60 per cent, leaving the Big Three
with about 50 per cent of the votes of S&P 500 constituents. At the
present rate of growth, that could happen within seven years.

This ought to alarm anti-trust authorities. When a small group of
passive shareholders — investors that have fewer incentives than
active managers to hold corporations to account — control most or
all of the companies in any given industry, two harmful develop-
ments are likely.

Corporate governance at risk of deteriorating

The first is a deterioration in corporate governance standards.
Index funds are, in a way, forced holders of the shares they own.
Except in extreme cases, they will not vote with their feet, nor can
they threaten to seek control of a failing company as an activist
investor would. At the same time, because their individual holdings
represent only a small proportion of their total investments,
passive investment groups have little incentive to be an active
owner. All this serves to weaken corporate oversight and govern-
ance standards.

Several studies have found evidence of this in the form of exces-
sive executive pay. Researchers have discovered that within indus-
tries where share ownership was concentrated among a few large
investment groups — the biggest of which are passive — the weaker
the link between executive pay and firm performance. Academics
have also determined that, after controlling for a range of factors,
the rise of passive ownership has been responsible for a tenfold rise
in the pay of CEOs relative to other top company executives.®

Separately, the OECD, which has documented a steady decline
in the number of shareholders that engage directly with company
management over recent decades, has warned that the rise of
passive funds could amplify that trend. Institutions in Asia have
also been vocal about the threats index funds present for corporate
governance. In a report published in 2016,'° Japan’s Government
Pension Investment Fund berated passive fund managers for not
carrying out their stewardship duties. It said active managers
exerted more influence on company boards than their passive
counterparts.

9 Common ownership, competition and
top management incentives; Anton,
M., Ederer, F. Gine, M. Schmalz, M.,
Ross School of Business 2016

10 See http://www.gpif.go.jp/en/topics/
pdf/20170203_report_of_steward-
ship_activities_2016.pdf
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These concerns have been echoed by Hong Kong'’s financial
regulator, whose chief executive Ashley Alder warned earlier this
year that incentives for good governance could “wither away” if
passive investors don’t make a greater effort to hold executives to
account.!?

Indexation, common ownership and

the formation of oligopolies

Poor governance is not the only damaging side-effect of the
indexation oligopoly. A second and more pernicious one is the
erosion of competitive forces in the economy. A growing body of
academic evidence shows that as large passive investment groups
have accumulated bigger controlling stakes in firms, the owner-
ship of those companies has become concentrated among a
smaller number of shareholders.

For a large listed company in the US today, the probability that
one of its largest shareholders also owns the stock of arival is
around 90 per cent. Twenty years ago, it was just 16 per cent.

Common ownership erodes competition

This development, known as common ownership, is not good for
competition. After all, the overriding objective among common
owners is to extract maximum profit from the industry they control,
not the individual firms they own.

As the OECD observes: “An institutional investor with share-
holdings in a substantial share of the market... may be incentivised
to discourage aggressive competition, either by exercising their
shares’ voting rights or by exerting more tacit influence.

“Similarly, firm managers may take into account common
ownership interests in decisions about pricing, other competition
parameters, cooperation (e.g. joint ventures) and acquisitions.”*?

Empirical studies show these fears are well-founded. Academics
have discovered that in industries whose listed companies are
controlled by a small group of (predominantly passive) shareholders,
firms tend to compete less with one another, hurting consumers
inthe process.!3

11 Seehttp://www.sfc.hk/web/TC/files/ER/
PDF/Speeches/AIA_20170313.pdf

12 See: http://www.oecd.org/daf/
competition/common-owner-
ship-and-its-impact-on-competition.
htm

13 This was a key finding reported in
Common ownership, competition and
top management incentives, Anton M.,
Ederer, F., Gine, M., and Schmalz, M.
Ross School of Business, 2016
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|
Company ownership
concentrated in the
hands of the few

FIG.5

Inthe US airline sector, in which the biggest firms are owned by
the same large, primarily passive institutional money managers,
competition among carriers has dwindled, leading to a rise in pas-
senger air fares.'#

A similar situation is unfolding in US banking. Here, researchers
have established a strong link between the accumulation of bank
shares by a small group of index fund groups and a rise in deposit
account servicing fees.

Our own analysis shows there are several industries that display
the same ownership characteristics as airlines and banks. Using a
metric we call the overlap ratio — which measures the extent to which
individual companies within specific industries are controlled by
the same institutional shareholders — we find that stock ownership
has become more concentrated in almost every US industry in the
past decade.!® Concentration is most pronounced in information
technology, healthcare, financials and industrials.

The connection between passive investing and common owner-
ship manifests itself in other ways, too. In another analysis con-
ducted by our strategists, we discover that larger-cap companies
tend to exhibit higher levels of common ownership than smaller

LEVEL OF CROSS-OWNERSHIP, BY INDUSTRY SECTOR,
% LARGEST 100 COMPANIES IN S&P 500

90

. 2007 A higher = more overlap

80

70

60

50

40

30

20

® 2017
I HEALTHCARE  FINANCIALS  INDUSTRIALS ~CONSUMER _ CONSUMER ENERGY
STAPLES DISCRETIONARY
‘74.0 84.4‘ ‘66,7 81.3‘ ‘56.7 so.o‘ ‘60.0 so.o‘ ‘so.o 78.0‘ ‘62.5 76.7‘ ‘66.7 70.0‘
[ 2K [ 2K [ 2K [ 2K [ 2K [ 2K [ 2K
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Degree of concentration scaled from 0 to 100 for each sector.

14 Anoverview can be found in Hidden

Power of the Big Three? Passive index
funds, re-concentration of corporate
ownership and new financial risk,
Fichtner, J, Heemskerk, E, and Garcia-
Bernardo, J, University of Amsterdam,
Working Paper, October, 2016

15 This is a simplified version of the
Hershmann-Herfindahl index of stock
concentration. For a full explanation
see page 20.
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ones. That should not come as a surprise: passive equity funds in
the US are primarily invested in large-cap stocks.!®

Companies with fewer incentives to compete against one another
naturally have fewer incentives to innovate, too. One study has
found that, by accelerating common ownership, passive investing
has been partly responsible for holding back business investment
by some USD125 billion per year. That number, the researchers
estimate, could rise to more than USD300 billion if passive vehi-
cles end up controlling 50 per cent of all equities.!’

Rise of passive investing could speed up

decline of competitive forces

The steady concentration of stock ownership comes at a critical
point for the world economy. In fact, our analysis adds to a growing
body of evidence chronicling a steady but persistent decline in com-
petitive forces in corporate America over the past two decades. As
many as three-quarters of industries in the US are more concentrat-
ed than they were at the end of the 1990s.

It’s particularly worrying that this concentration of ownership
has happened at a time when company formation is stalling across
several industries. Over the past three years, the number of initial
public share offerings in the US each year has fallen.In 2014, more
than 300 US firms went public. In each of the three years since,
fewer than 200 have done so. And with many more public firms opt-
ing to go private, the number of multinational companies listed
on stock exchanges has more than halved in the past 20 years, from
7322 tojust3671.18

Set against this backdrop, the expansion of passive investing and
the accompanying concentration of company ownership do not
bode well for the functioning of the economy in future.

Passive dominance won’t happen overnight, of course. It might
be several years before the Big Three index-tracking powerhouses
extend their influence outside the US. Yet, left unchecked, our analy-
sis shows that the growth of indexing has the potential to further
erode the competitive forces that underpin the market-based econ-
omy, one industry at a time.

16 Currently, some USD3 trillion of the

USD4 trillion of passively managedequi-

tiesinthe US are in S&P 500 index

trackers. Source: Macro Risk Advisors,

cited in Barron’s, 1 August 2017; see

http://www.barrons.com/articles/

what-is-the-rise-of-passive-investing-

doing-to-volatility-1501595758

17 Declining competition and investment in

the US, Gutierrez, G, Philippon, T., New

York University, 2017 https://www8.gsb.

columbia.edu/faculty-research/sites/

faculty-research/files/finance/

Macro%20Lunch/IK_Comp_v1.pdf

18 Declining competition and investment in

the US, Gutierrez, G, Philippon, T., New

York University, 2017 https://www8.gsb.

columbia.edu/faculty-research/sites/

faculty-research/files/finance/
Macro%20Lunch/IK_Comp_v1.pdf
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The overlap ratio —
methodology

Itis clear that the ownership of stocks has become
more concentrated in atleast a couple of respects.
First, the largest shareholder groups in the world
account for an increasing proportion of the total
shareholder base.

Second, and perhaps of greater concern to anti-
trust authorities, is higher cross-ownership within
industry sectors. Various researchers have investi-
gated this issue in particular sectors by calculating
amodification of the Hershmann-Herfindahl
index of concentration to reflect cross-ownership
specifically (often referred to as the modified HH
index).

We have constructed our own simpler illustration

of cross-ownership, which we call the overlap ratio.

We take the largest 100 companies in the S&P 500
Index and divide them into sectors. We then look
at the top five shareholders for each company in
the sector and calculate the extent of overlap.

22

We measured the concentration of stock ownership
in any one industry along two dimensions — the
proportion of equity held by the top five sharehold-
ers and the extent to which the same investors
make up the top five. The ratio is calculated by divid-
ing the total number of discrete shareholders that
are the top five investors for every listed company in
asector by the total number of companies in the
sector.

Forinstance, in an industry where there are five firms
and only five total shareholders in the top 5, the
degree of overlap would be the highest possible.
Likewise, if there were twenty-five top 5 share-
holders in total in this group, the overlap ratio would
be the lowest possible.



3

The passive giants and their tightening
grip on index providers
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The passive giants and
their tightening
grip on index providers

In August 2017, The Economist published an article calling for
greater scrutiny of the world’s index providers.!® Index-makers, the
magazine argued, have acquired too much power. Not only has the
indexation business become a cartel dominated by just three
firms,?° it said, but index providers’ capital-shifting decisions were
both subjective and, increasingly, at odds with market realities.
More regulatory oversight was required.

At first glance, The Economist’s case is a convincing one. The
concentration of the indexation industry should indeed alarm
regulators. Pronouncements on which countries or companies merit
inclusion in — or exclusion from — market benchmarks can cause
considerable ructions in the flow of international capital, affecting
not only the prospects of companies but those of entire economies.

Yet, on deeper reflection, the authors’ concerns were perhaps
too narrowly targeted.

Index builders do not act of their own free will. Increasingly, they
are influenced by the index-tracking powerhouses that purchase
their products.

This shouldn’t come as a surprise. Index construction firms gen-
erate revenue by licensing their indices to asset managers. In years
gone by, those revenues were spread across a broad range of invest-
ment firms. But thanks to the increased heft of passive investment,
that’s no longer the case: the largest passive money managers now
account for a far bigger percentage of index providers’ fees.

That alters the balance of power. It gives the index user — rather
than the provider — the ability to set the terms of engagement.

Given the trends unfolding elsewhere in the investment industry,
this matters a lot. It points to a future in which the world’s biggest
investment groups not only control large swathes of the stock mar-
ket but are also able to influence the composition of the very indi-
ces their products track.

But the large index fund providers are making inroads into index-
ation in more aggressive ways. Irked by the high fees they pay to
use established benchmarks, they are edging towards self-indexing.

19 Big Fingers, The Economist,
25 August 2017

20 S&P Dow Jones, MSCI and FTSE
Russell
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Vanguard sowed the seeds of this trend more than five years ago
when it replaced several of MSCI’s indices with cheaper alternatives
—amove which sent MSCI’s shares tumbling by more than 25 per
cent on the day the move was announced.

BlackRock has also removed Barclays indices from many of its
passive fixed income funds, and has recently launched two ETFs
that track its own range of “edge” indices.

Worryingly for the index makers, and possibly for the investment
community as whole, the passive giants do not appear to have suf-
fered commercially in dispensing with mainstream indices. Quite the
opposite. Analysis from Bloomberg shows, for example, that Black-
Rock’s family of fixed income ETFs have accumulated USD60 billion
in assets since removing Barclays’ benchmarks.

Also helping the Big Three gain the upper hand on index provid-
ers is the fact that financial advisers pay little heed to the index
brand when selecting products to recommend to clients. Far more
important, surveys have shown, is the brand behind the ETF itself.

So it would seem, then, that the big passive investment compa-
nies have it within their power to expand further into the indexation
business. They also have a commercial incentive: cost. As Lyon

FIG.6
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Blake, chief investment officer at State Street, the world’s third
largest passive manager, put it: “There’s more pressure now than
ever to consider something like self-indexing or other alternatives
to keep costs lower”.2! But what might make sense to the biggest
money managers might make less sense to the rest of the invest-
ment community, regulators included.

21 Financial Times, 24 May 2017
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Concluding remarks
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It might be attractive to the individual investor, but passive equity
investing is no panacea for the capital market’s ills — perceived or
otherwise. Perverse as it may seem, its continued expansion threat-
ens to erode some of the underpinnings of the market-based
economy.

There is already evidence that the economy is beginning to ex-
perience troubling side-effects in the form of inefficient capital
allocation, poorer corporate governance and weaker innovation
and competition.

So even if regulators and investment consultants are justified in
their efforts to lower the cost of investing, this should not blind
them to the systemic risks that are emerging as indexation tightens
its grip on the capital markets.

Neither, we would argue, can investors.

If the investment community is to fulfil its duty as a guardian of
the financial system, it will need to submit passive investing to
much greater scrutiny. Paying due regard to the potential econom-
ic impact of the indexation wave could turn out to be as important
to the investment decision-making process as environmental, social
and governance considerations are today. None of this relieves
the pressure on active managers to perform and offer better value
to their clients. Nor does it deny the utility of passive investment.
Index products offer several benefits to investors.

Nevertheless, while index-tracking appears to be an attractive,
inexpensive investment option at first glance, deeper analysis
suggests that, over the long run, its expansion could put economic
sustainability at risk.

This is something investors should increasingly factor into their
thinking as they assess the merits of index-tracking funds. Passive
investing may be cheap, but could prove costly.
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Postcript: counter-arguments
and rebuttals

Over the course of 2017, Pictet Asset Management has present-
ed its observations concerning the side-effects of passive investing
to numerous institutional investors, industry bodies and financial
organisations.

Below we list the three most common counterarguments put to
us during those discussions, and our rebuttals.

Counterargument 1

Market’s self-correction mechanism

brings balance

If the rise of passive equity investing leads to widespread mis-
pricing of listed assets, active investment managers will surely
have more opportunities to generate excess returns. Their resulting
commercial success will, in turn, prevent passive index-trackers
from dominating the investment landscape.

Rebuttal: It is not clear that active managers will be in a position
to fully exploit the anomalies arising from the expansion of index-
ing. The increase in index investing , academics have found, has
led to anincrease in trading costs, or more specifically, a widening
in bid-ask spreads and a deterioration in market liquidity.??

This is problematic for actively managed funds, which tend to
display a higher stock turnover than passive funds. Higher transac-
tion costs will weigh disproportionately on the performance of
active managers. Weaker managers will be at a particular disad-
vantage as their returns will not be high enough to offset higher
transaction costs, potentially forcing them out of business.

As a consequence of higher transaction costs, the same ex-
ante alpha results in a smaller ex-post (or net) alpha (i.e. alpha
after transaction cost). In order to survive producing the same net
alpha, active managers will need to spend more on stock research,
to create a higher gross alpha, but for essentially the same net alpha
after transaction costs. Put differently, for the same skill level the
net alpha decreases.

22 Is there a dark side to exchange-traded
funds? Israeli, D. Lee, C., Sridharan, S,
2016
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This problem can only get worse, as more and more assets flow
into index funds and as market liquidity deteriorates and bid-offer
spreads widen further. In turn, the performance bar for active man-
agers will ratchet higher. The surviving active money managers will
be of higher quality in absolute terms, but on average will still only
deliver index returns, given that the market index is an aggregation
of all managers.

The notion of an “alpha eldorado” awaiting active managers
stems from a misunderstanding of a key fact: alpha generationis a
zero-sum game. This is particularly true in today’s markets where
over 90 per cent of trading volumes are generated by professional
investors. Winners need losers, i.e. positive alpha generators need
negative alpha generators to survive.

Having a smaller percentage of active managers in the markets
will not change the nature of the zero-sum game. Higher transac-
tion costs will reduce the average net alpha. And therefore the con-
clusion remains that active managers, after fees, will not find an
alpha eldorado.

Counterargument 2

Indexation is a competitive

marketplace

Competition within passive investing is alive and well — the expan-
sion of factor-based indices and smart beta funds bears witness to
the growing range of lower-cost investment options. This suggests
you are exaggerating the influence of the Big Three passive ETF
managers.

Rebuttal: The data we have analysed shows that the lion’s share
of investment into passive funds has flowed into vehicles tracking
large-cap indices such as the S&P 500 index. Currently, some
USD3 trillion of the USD4 trillion of passively managed equities in
the US are in S&P 500 index trackers.?® Furthermore, as we explain
in part 2 of this paper, we have discovered a strong positive correla-
tion between a company’s market capitalisation and the narrowing
of its shareholder base. Additionally, the mechanics of passive
investing dictate that investments will continue to flow into the
stocks of the very largest companies irrespective of their price.

23 Source: Macro Risk Advisors, cited in
Barron’s, 1 August 2017; see http://
www.barrons.com/articles/what-is-the-
rise-of-passive-investing-doing-to-vola-
tility-1501595758
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Counterargument 3

New investment opportunities

If listed companies excluded from mainstream benchmarks de-
cide to go private, this shouldn’t shrink investors’ options. It will
simply give rise to greater investment opportunities in the private
sector.

Rebuttal: While it is plausible that any reduction in the availabil-
ity of public assets will be offset by a corresponding rise in the
range of private assets, investment in private equity can be prohib-
itively expensive for all but the most sophisticated investors. Perfor-
mance and management fees are far higher than those for listed
assets. Ironically, then, to the extent that passive investing leads
to areduction in the availability of listed assets, it could cause arise
in the aggregate cost of investing. Private assets are also less ac-
cessible for individual investors for regulatory reasons.
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Disclaimer

This material is for distribution to
professional investors only.
However it is not intended for
distribution to any person or
entity who is a citizen or resident
of any locality, state, country

or other jurisdiction where such
distribution, publication, or

use would be contrary to law or
regulation.

Information used in the preparation
of this document is based upon
sources believed to be reliable, but
no representation or warranty is
given as to the accuracy or com-
pleteness of those sources. Any
opinion, estimate or forecast may
be changed at any time without
prior warning. Investors should read
the prospectus or offering
memorandum before investing in
any Pictet managed funds. Tax
treatment depends on the individual
circumstances of each investor
and may be subject to change in
the future. Past performance

is not a guide to future performance.
The value of investments and

the income from them can fall as
well as rise and is not guaran-
teed. You may not get back the
amount originally invested.

This document has been issued
in Switzerland by Pictet Asset
Management SA and in the rest
of the world by Pictet Asset
Management Limited, which is
authorised and regulated by

the Financial Conduct Authority,
and may not be reproduced

or distributed, either in part or in
full, without their prior author-
isation.

For investors, the Pictet and
Pictet Total Return umbrellas are
domiciled in Luxembourg and
are recognised collective invest-
ment schemes under section 264
of the Financial Services and
Markets Act 2000. Swiss Pictet
funds are registered for distri-
bution in Switzerland only under
the Swiss Fund Act; they are
categorised in the United King-
dom as unregulated collective
investment schemes. The Pictet
Group manages hedge funds,
funds of hedge funds and funds
of private equity funds which
are not registered for public dis-
tribution within the European
Union and are categorised in the
United Kingdom as unregulated
collective investment schemes.
For Australian investors, Pictet
Asset Management Limited
(ARBN 121 228 957) is exempt
from the requirement to hold

an Australian financial services
licence, under the Corporations
Act 2001.

For US investors, shares sold in
the United States or to US Persons
will be sold in private placements
to accredited investors only, pursu-
ant to exemptions from SEC
registration under the Section 4(2)
and Regulation D private place-
ment exemptions under the 1933
Act and qualified clients as
defined under the 1940 Act. The
shares of the Pictet funds

have not been registered under
the 1933 Act and may not,
except in transactions which do
not violate United States securi-
ties laws, be directly or indirectly
offered or sold in the United
States or to any US Person. The
fund management companies

of the Pictet Group will not be
registered under the 1940 Act.

Past performance is not indica-
tive of future results, which may
vary. Projected future perfor-
mance is not indicative of actual
returns and there is a risk of sub-
stantial loss. Hypothetical perfor-
mance results have many inher-
ent limitations, some of which,
but not all, are described herein.
No representation is being made
that any account will or is likely
to achieve profits or losses simi-
lar to those shown herein. One of

the limitations of hypothetical
performance results is that they
are generally prepared with the
benefit of hindsight. The hypo-
thetical performance results
contained herein represent the
application of the quantitative
models as currently in effect on
the date first written above and
there can be no assurance that
the models will remain the same
in the future or that an applica-
tion of the current models in the
future will produce similar results
because the relevant market and
economic conditions that pre-
vailed during the hypothetical
performance period will not
necessarily recur. There are nu-
merous other factors related

to the markets which cannot be
fully accounted for in the prepa-
ration of hypothetical perfor-
mance results, all of which can
adversely affect actual perfor-
mance results. Hypothetical per-
formance results are presented
for illustrative purposes only.
Indexes are unmanaged, do not
reflect management or trading
fees, and it is not possible to
invest directly in an index. There
is no guarantee, express or im-
plied, that long-term return and/
or volatility targets will be
achieved. Realised returns and/
or volatility may come in higher
or lower than expected. A full list
of the assumptions made can be
provided on request.
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