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believed that anything you know about a stock is already known by the rest of the investors
in the market and therefore is already reflected in the stock price. If you canmor predict which
stocks will be winners, you should broadly diversify your portfolio to avoid putting all your
eggs in one basket. A natural course of action for such an investor would be to choose a port-
folio with “a little bit of everything.”

This reasoning leads one to look for a portfolio that is invested across the entire security
market. We saw in Chapter 4 that some mutual fund operators have established index funds
that follow just such a strategy. These funds hold each stock or bond in proportion to its rep-
resentation in a particular index, such as the Standard & Poor's 500 stock price index or the
Barclays Capital Aggregate Bond Index. Holding an indexed portfolio represents purely pas-
sive security selection in that the investor’s return simply duplicates the return of the overall
market without making a bet on one or another stock or sector of the market.

In contrast to passive strategies, active management assumes an ability to outguess other
investors and to identify either securities or asset classes that will shine in the near future.
Active security selection for institutional investors typically requires two layers: security anal-
ysis and portfolio choice. Security analysts specialize in particular industries and companies
and prepare assessments of their particular market niches. The portfolio managers then sift
through the reports of many analysts. They use forecasts of market conditions to make asset
allocation decisions and use the security analysts’ recommendations to choose the particular
securities to include within each asset class.

The choice between active and passive strategies need not be all-or-nothing. One can pur-
sue both active security selection and passive asset allocation, for example. In this case, the
manager would maintain fixed asset allocation targets but would actively choose the securi-
ties within each asset class. Or one could pursue active asset allocation and passive security
selection, In this case, the manager might actively shift the allocation between equity and
bond components of the portfolio but hold indexed portfolios within each sector. Another
mixed approach is called a passive core strate gy. In this case, the manager indexes part of the

portfolio, the passive core, and actively manages the rest of the portfolio.

Is active or passive management the better approach? It might seem at first blush that
active managers have the edge because active management is necessary to achieve outstanding
performance. But remember that active managers start out with some disadvantages as well.
They incur significant costs when preparing their analyses of markets and securities and incur
heavier trading costs from the more rapid turnover of their portfolios. If they don’t uncover
information or insights currently unavailable to other investors (not a trivial task in a nearly

cient market), then all of this costly activity will be wasted, and they will underperform a
strategy. In fact, low-cost passive strategies have performed surprisingly well in the

ades, as we saw in Chaplers 4 and 8.














































