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Index investing as an active decision: 
implications for equity investors
Key Points:
• With the proliferation of index investing, investors must understand that “passive” investing requires active choices.
•  Investors who understand the variables and nuances in index investing can make active decisions, customize their 

portfolios and have greater control.
•  With index investing options on the rise, investors should stay current on the landscape and continue to make active 

decisions that support their goals.

Today’s passive index investing requires active 
choices, as customization and innovations in 
index funds have resulted in new considerations 
for investors and the potential for greater 
control.

Passive index funds continue to accumulate 
market share relative to active managers by 
offering cost-effective market exposure and 
strong relative performance across many popular 
market segments. One catalyst for this adoption 
is the perceived simplicity and efficiencies 
offered to investors, but viewing passive indexing 
as simple and straightforward ignores other key 
features.

The passive investing landscape has evolved 
significantly in recent years, with a notable 
proliferation of indexing options. Today’s 
passive investing requires active choices, as 
customization and innovations in index funds 
have resulted in additional variables to consider, 
while providing the potential for greater control 
over investments.

To better understand the evolution and impact 
of passive investing and index funds Global Head 
of Equity Index Jake Weaver, CFA, CPA; Senior 
Client Portfolio Manager for Indexing Austin 
Guy, CFA; and Senior Client Portfolio Manager 
for Equity ETFs and Real Assets Christopher 
Huemmer, CFA, provide their insights on the 
potential benefits of index investing strategies, 
the challenges ahead and where the most 
promising opportunities may lie.

How has passive investing evolved and 
what have been the trade-offs in terms of 
expanding passive coverage?

Jake Weaver: A passive investor is one that 
uses a rules-based index to get exposure to a 
specific segment of the market. Typically, passive 
investors are not making active decisions on 
the specific securities they buy and sell, and 
they tend to have a focus on transparency and 
cost management. One of the biggest evolutions 
in passive investing has been the expansion of 
indexing options. New providers have come on 
the scene and there are more nuanced index 
exposures now than there were even a decade 
ago. The evolution has really moved beyond a 
market-cap-weighted benchmark toward a broad 
variety of index construction options such as 

factor-based, ESG and thematic indexes. One 
of the challenges that may not be recognized is 
that as the options increase, investors must make 
an active decision when choosing an index for 
their passive investment. This is an area where 
asset managers can add value to institutional 
investors. For example, we often work closely 
with clients and index providers on opportunities 
to co-develop indexes and strategies. At the end 
of the day, the goal is to meet client needs around 
performance, transparency, tracking error and 
overall cost.

Christopher Huemmer: As Jake alluded 
to, the biggest challenges for institutional 
investors confronted with more choices are 
not just about the methodologies, but rather 
understanding from where returns and risk 
come and where to get those exposures. I think 
the key thing investors need to be aware of is 
to not take labeling and naming conventions 
at face value, but rather to understand the 
nuances. One example that comes to mind is 
listed infrastructure. This asset class has evolved 
thematically over the last 15 years from what 
was essentially just “glorified” utilities to the 
inclusion of all types of infrastructure. The key 
development is in how index providers have been 
able to classify the infrastructure companies. 
Fifteen to 20 years ago, active managers had 

an informational edge that enabled them to 
access pockets of the infrastructure complex 
that passive indexes were not capturing. Today 
you’re seeing index providers come up with more 
nuanced, sophisticated ways of developing those 
classification systems to deliver the exposure that 
some investors are looking for.

What has driven the growth in adoption of 
passive indexing more recently?

Austin Guy: When looking at flows within 
market segments, passive market share has 
grown predominately within U.S. large caps, 
almost directly at the expense of active U.S. large 
caps. We still see active management in what 
are generally regarded as less efficient market 
segments such as small caps, emerging markets, 
and other more thematic segments like listed 
infrastructure, as Chris mentioned, although 
that continues to change. We believe there is 
a fit for both styles within a portfolio. Another 
more forward-looking perspective is that given 
heightened market volatility as one factor, 
meeting return targets continues to require 
additional asset classes beyond the traditional 
60/40 portfolio, which has increased complexity 
and often expenses as well, in the form of higher 
fees to portfolios. One way to look at indexing 
is to use passive index funds as a tool within a 

public equity or fixed income portfolio to drive 
down your costs and optimize your liquidity. As 
many have increased allocations to less-liquid 
segments like alternatives, using passive indexes 
to often lower tracking error and expenses is a 
way to leverage passive funds, and supports the 
use case for indexing further.

How do performance differences expose the 
nuances in index design?

Jake Weaver: Building on the theme Austin was 
on, the increasing number of decisions being made 
by investors doesn’t stop at the strategic or even 
tactical allocation level but extends to selecting 
a benchmark for a passive index fund. Investors 
should understand that even indexes with similar 
names or asset class targets can have significant 
differences in methodology and exposures, 
resulting in different performances (see chart 1). 
If we go back to 2020 at the height of the COVID 
pandemic, the two most widely used U.S. large cap 
indexes, the Russell 1000 and the S&P 500, saw 
meaningful return differences with the Russell 
1000 up about 21% and the S&P 500 up about 
18.4%. A handful of technology stocks that were 
included in the Russell 1000 — but not in the S&P 
500 — drove these differences. Another example 
occurred in the U.S. small cap space in 2021. The 
S&P 600 Small Cap index returned 26.7% and the 
Russell 2000 Small Cap index returned only 14.8% 
— a huge difference and a partial reversal from 
the prior year. These differences are attributed to 
differences in methodologies that are impacting 
which stocks and sectors have higher weights in 
the different indexes.

Christopher Huemmer: Another simple 
example is how different index providers define 
the term “world.” For some providers, that’s 
going to mean only developed markets, while 
for others it would include emerging markets 
as well. So, you’re talking about different return 
and risk profiles. Also, the naming conventions 
and nuanced differences between the definitions 
of value and growth or large cap and small 
cap come into play. For example, Russell and 
S&P define value and growth using different 
metrics, which can lead to meaningfully different 
outcomes. In 2023, the Russell 1000 Growth 
Index outperformed S&P 500 Growth Index 
by 12.6%, which is a massive amount given 
likely expectations. We think it’s important for 
investors to understand what is causing those 
differences.

Index concentration has increased 
significantly over the last decade. Is this 
a positive or negative for index investors 
and what else has contributed to increasing 
concentration risk?

Austin Guy: While a benefit of passive indexing 
is effectively letting winners run and reducing 
exposure to underperforming companies, 
concentration risk is often an outcome of 
market capitalization weighting. A lot of the 
concentration risk recently has come from the 
performance of the "Magnificent 7", but it’s not 
really a new phenomenon despite it receiving a 
lot of media attention.

We've seen other periods of market 
concentration within U.S. stocks, and currently 

outside the U.S. as well (see chart 2). Using a 
few MSCI country indexes for comparison, the 
ten largest companies in the MSCI USA index 
make up just shy of 30% of the index, but if you 
look at the MSCI Japan Index, the ten largest 
companies make up a similar 27%, or even more 
concentrated is the MSCI Germany Index where 
the 10 largest stocks make up almost 60%. Part of 
the reason why the U.S. is featured heavily within 
this concentration conversation is because 
it makes up 60-70% of global and developed 
international indexes, and by extension, passive 
equity portfolios.

We've seen a lot of interest in customization, 
be it for index funds or model portfolios. 
Everyone's interested in customization, so 
what does this mean for active management?

Austin Guy: It may mean that active 
management will need to differentiate more 
by taking more active risk or creating more 
niche and bespoke strategies, because the 
cost-effective index solutions that can be 
customized to take on incrementally more 
active risk are not only going to become 
popular but may be hard to outperform over 
long time periods when adjusting for fees and 
risk-adjusted returns. Index funds are now 
encroaching upon the opportunity set that was 
once predominately accessible only through 
active managers. The flip side, of course, is that 
passively managed funds will continue to be 
rules-based by design and therefore investors 
are cosigning on the methodology, which as 
we discussed previously, is not necessarily 
a straightforward assessment. Therefore, 
investors still need to assess index funds as they 
were active managers.

Christopher Huemmer: From an asset 
allocation standpoint, I’m seeing more of 
the active decisions around risk and return 
exposures being achieved at the portfolio level, 
and then implemented using passive indexing 
to get the desired exposures. From a product 
design standpoint, we are building strategies 
that reflect this approach. We’re collaborative 
with our index providers. When we’re designing 
new solutions for our clients, we come to the 
table with insights and expertise that aids us 
in identifying a suitable index partner that 
pairs well with their skill set to deliver on their 
objectives. We seek to collaborate with the right 
partner to leverage their distinctive abilities to 
design more effective indexes that reflect our 
clients’ needs.
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Exhibit 1: “Similar” Has Not Meant the “Same” Across Indexes

Exhibit 2: Concentration of Benchmarks at Levels Not Often Seen

 Source: Bloomberg. Data as of August 31, 2024. It is not possible to invest directly in any index. Past performance is not indicative of future results. 
Highlighted bars represent similar indexes by design (market cap weighted) and targeted market segment coverage. Index performance returns do 
not reflect any management fees, transaction costs, or expenses. Colors used to represent similar benchmarks and areas of focus.

Source: Northern Trust asset Management, Data as of June 30, 2024. This graph does not show actual performance results.  For illustrative 
purposes only. It is not possible to invest directly in any index. Historical trends are not predictive of future results. 


