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In recent years, there has been a growing
shift towards passive investing at the
expense of active management. Passive
funds have outperformed active funds and
achieved this within a lower fee structure.
This creates a compelling proposition
that has been difficult for investors to
resist. Should we accept that active
management is dead, and passive is the
future? Alternatively, is there evidence
to suggest that active versus passive is
cyclical and highly influenced by the macro
environment?

Let's begin by looking at the drivers of
passive outperformance over recent
years. Following the financial crisis of
2008, quantitative easing saw the market
flooded with liquidity as interest rates
moved foward historic lows. This increased
the valuation of growth stocks significantly,
as the present value of their future cash
flows were discounted at lower interest
rates. Large-cap technology stocks, such as
Apple, Amazon, Microsoft, and Facebook
were key beneficiaries. These stocks have
driven much of the performance of major
indices, such asthe S&P 500, and these have
been the most heavily weighted stocks in
passive funds covering the US and Globall
markets. Many actively managed funds
have been underweight or have avoided
these stocks due to concerns about their
valuations, or regulatory risks. Over the last
decade, this environment has resulted in
strong and contfinual outperformance by
lower fee passive products. The result of
that outperformance has been significant
capital moving from active fo passive. It
is difficult to quantify the exact amount of
capital that has moved from active funds
to passive, but in the US alone it is in the
trillions. This has created a headwind for
active portfolios and a tailwind for passive,
compounding the cycle even more. By
choosing to invest in a passive product,
you are effectively choosing to skew your
portfolio to the strongest performing
stocks, regardless of valuation. From a
factor exposure perspective, you are long
momenfum and short value. The past
decade has been perfect for that factor
exposure. From 2010 to 2020 the Morgan
Stanley Capital International (MSCI) World
Momentum  outperformed by almost
5% per annum. The MSCI World Value
underperformed by over 2% per annum.

That's pretty compelling evidence of how
much better passive has been over the
past decade.

But let’s have a look at what happens when
the environment is less supportive. The
momentum-driven market in which the
most expensive stocks keep outperforming
has recently reversed and we are seeing
more valuation discipline. The dominant
index stocks are having a much tougher
time and have been bringing down overall
index refurns. Historically, active managers
have tended to outperform in market
drawdowns*. This change in environment
is already having a positive effect on
active managers. If we look over the past
year fo the end of January 2023, MSCI
World Momentum Index underperformed
by 2.5% and the MSCI World Value
outperformed by 6.5%. A clear reversal
of the factor exposures driving passive
performance. My database of 1138 US
Equity managers (the world’s most efficient
market) shows 57% of active managers
have outperformed'. Hardly conclusive
proof of a paradigm shift, but an indication
that passive may have already moved out
of its sweet spot. What if this environment
persists? Will the wave of moving capital
from active to passive reverse, creating a
compelling cycle for active managers?

The second element here is that the active/
passive debate is usually evidenced by
the percentage of active managers that
beat the benchmark. The active market
is saturated with poor-quality products
that have high fees and low tracking error
that have merely been created to satisfy
demand. These funds are easily identified
and filtered out by a robust screening
process. When you focus on falented
managers with a clear philosophy and
portfolios that deviate significantly from
the index, the percentage success rates of
active managers increases meaningfully.

Overall, | do believe there is no clear winner
between active and passive, and results
will vary as the economic environment
changes. The key is to understand the
drivers of each and construct a portfolio
that contains both based on your own risk
and cost appetite.

Sources:

1 Momentum Global Investment Management
Unless stated all data from Bloomberg Finance L.P.
* Past performance is not indicative of future returns
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For more information, please contact your adviser or alternatively contact:

Belvest Investment Services Limited
MERERBERAE

9th Floor, Centre Mark I

305-313 Queen’s Road Central
Sheung Wan, Hong Kong

Important notes

This communication is issued by Belvest
Investment  Services  Limited and/or
Belvest related companies (collectively,
and individually Belvest) solely to its
clients, qualified prospective clients or
institutional and professional investors.
Unless stated otherwise, any opinions or
views expressed in this communication do
not represent those of Belvest. Opinions or
views of any Belvest company expressed
in this communication may differ from
those of other departments or companies
within Belvest, including any opinions or
views expressed in any research issued by
Belvest. Belvest may deal as Distributor or
Agent, or have interests, in any financial
product referred fo in this email. Belvest
has policies designed to negate conflicts of
interest. Unless otherwise stated, this e-mail
is solely for information purposes.

This message may contain confidential
information.  Any use, dissemination,
distribution  or reproduction of this
information outside the original recipients
of this message is strictly prohibited. If
you receive this message by mistake,
please notify the sender by reply email
immediately.

Unless specifically stated, neither the
information nor any opinion contfained
herein constitutes as an advertisement, an
invitation, a solicitation, a recommendation
or advise to buy or sell any products,
services, securities, futures, options, other
financial instruments or provide any
investment advice or service by Belvest.

Tel +852 28271199
Fax +852 2827 0270
belvest@bis.hk

www.bis.hk

No representation or warranty is given as
to the accuracy, likelihood of achievement
or reasonableness of any figures, forecasts,
prospects or return (if any) contained in the
message. Such figures, forecasts, prospects
or returns are by their nature subject to
significant uncertainties and contingencies.
The assumptions and parameters used
by Belvest are not the only ones that
might reasonably have been selected
and therefor Belvest does not guarantee
the sequence, accuracy, completeness
or timeliness of the information provided
herein. None of Belvest, its group members
or any of their employees or directors shall
be held liable, in any way, for any claims,
mistakes, errors or otherwise arising out
of or in connection with the content of this
e-mail.

This e-mail and any accompanying
attachments are not encrypted and cannot
be guaranteed to be secure, complete or
error-free as electronic communications
may be intercepted, corrupted, lost,
destroyed, delayed or incomplete, and/
or may contain viruses. Belvest therefore
does not accept any liability for any
interception, corruption, loss, destruction,
incompleteness, viruses, errors, omissions
or delays in relation to this electronic
communication. If verification is required
please request a hard-copy version.
Electronic communication carried within
the Belvest system may be monitored.



