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Much has been written about the relative merits of active and passive management.
Numerous studies have documented the alpha opportunity' in active management across
asset classes, regions and investment styles. However, there has been little discussion of
the key factors that we believe help to frame allocation decisions on when and where to
include both active and passive management strategies in a portfolio. Mercer's Equity
Guiding Principles outline where to invest actively based on some critical considerations:
the conditions for success from a governance standpoint, the characteristics of each
market, and fees. In this paper, we expand on the conditions for success with a focus on
asset-owner capabilities and values, as we frame what we believe are the key
considerations in deciding when and how much active or passive management to use in
an investment program.

Figure 1. Equity portfolio construction

Active vs. passive: Three core considerations

Conditions Market Fees

for success characteristics ek

- Investment beliefs - Breadth - Expected

- Time horizon - Insights/entry barriers information ratio
- Governance - Diversification - Fair share of alpha
- Manager selection - Passive alternatives
framework

Consider implementation: We believe certain return drivers can be best captured using an
approach that is active, long-term, forward-looking and applies judgement, such as quality.

Source: Mercer. Shown for illustrative purpose only

' Quantitative studies on active/passive
Mercer Active vs Passive, May 2019 - https://www.mercer.com/our-thinking/wealth/active-versus-passive.html
Morningstar's U.S. Active/Passive Barometer, September 2022 - https://www.morningstar.com/Ip/active-passive-barometer
S&P Dow Jones Indices, SPIVA® - https://www.spglobal.com/spdji/en/research-insights/spiva/
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Governance

In our experience, the most critical factor that drives successful long-term active
management is the asset-owner decision-making group itself (usually the investment
committee). This group can add or subtract more value in larger increments than any
underlying investment manager. Knowing when to hire and fire managers can often be
more important than the actual manager selection. Decisions on where to invest and what
types of managers to hire will also have a greater impact on total results than any
individual manager. Governance is the broad term we use to capture holistic decision-
making at the asset-owner level.

A key first step is understanding the investment committee’s governance structure and its
implications for portfolio construction. Committee member composition, tenure,
knowledge, engagement and investment beliefs all influence decisions. Very large
committees and those with limited tenure or engagement are likely to question prior
decisions more frequently, which may lead to shorter time horizons and consensus
decisions that lack conviction. A strong committee chair can overcome some of these
issues, but it will be more challenging than for smaller, more engaged and tenured
committees that have more conviction in their managers and prior investment decisions.
Additionally, the more fragmented a committee’s investment beliefs, the harder it will be
to stick with a strategy that is underperforming for a period of time.

It is critical that the committee understand several important elements concerning the
managers in their portfolio. These include how a manager builds portfolios and what role
that manager plays within the overall portfolio.

Understanding how a manager constructs portfolios illustrates the manager’s attitude
toward risk management, both relative to benchmarks and in an absolute sense.
Managers that take on significant risk, whether sector or security concentration, often
perform well when their style is in favor and markets are rising, but may underperform
dramatically when their style is out of favor or markets are falling. Other managers, even
within the same style, pay more attention to downside risk. These managers are likely to
have a performance pattern that differs significantly from those of managers with greater
upside capture. These performance patterns speak to the roles that managers serve in a
portfolio. Having managers with complementary styles or performance patterns helps
minimize the overall volatility of performance from active managers. But this means that,
in all likelihood, there will always be some managers that are underperforming. If this is
understood and expected, there does not need to be too much time spent reviewing
underperforming managers when they have performed in line with expectations.
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Figure 2. Governance process
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Source: Mercer. Shown for illustrative purpose only

Investment Program Complexity

Investment programs range from relatively straightforward to complex. At one end are
simple investment programs that consist mainly of publicly-traded stocks, bonds and cash.
At the other end are complex programs that invest heavily in private markets, hedge funds
and other alternatives. There are a few key differences among these programs that can help
determine the allocation to passive strategies:

1. Complex investment programs tend to have higher return expectations than simple
investment programs typically driven by the higher return expectations from private
market allocations. Investment programs without private markets or other alternative
allocations normally need a greater allocation to growth assets (e.g., equities, high yield)
and/or will have to rely more on manager alpha to enhance returns.

2. The use of alternatives significantly increases resource requirements to select and
monitor the managers, complete documents, manage capital calls and distributions, and
review and vote on amendments. For this reason, investors with significant allocations to
alternatives may want to simplify the publicly traded portion of their investment
programs through the use of more low-cost index funds, particularly in areas where the
value-add potential is small.

3. Fees for private markets, hedge funds and other alternatives are higher than those for
publicly traded stock and bond strategies. If there is a desire to reduce fees, it is most
easily accomplished within publicly traded strategies through the use of index funds.

Some investment committees may want to generate as much return potential as possible
from all areas of the portfolio, embracing complexity throughout the investment program,
including the publicly traded portions. There are pros and cons to doing so. Complex public
market structures allow for the use of high-conviction specialist managers that have greater
alpha potential over the long term. If well-constructed, there is potential to add meaningful
alpha while minimizing portfolio volatility. However, the more active decisions that are made,
the lower the decision quality may be, which could hurt alpha potential. Whether or not an
investment committee can benefit from complex portfolio structures across the public and
private portions of their investment program will depend on the governance structure,
particularly the resources available to make manager selection and portfolio decisions.
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Time Horizon for Evaluating Investment Managers

The longer the time horizon, the more likely it is that an investment committee will
achieve success with active managers. All investment managers go through periods of
underperformance. An investment committee that is overly concerned with poor
performance during a quarter, one- or three-year period will find it more difficult to stick
with underperforming managers and will be more prone to selecting managers based on
performance, which is often counterproductive. Even very good managers are likely to
underperform over a three- to five-year period, especially if their investment style is out
of favor. The key is to understand a manager’s approach, when they are likely to
outperform or underperform, and ensure that the time horizon for evaluating
performance is sufficiently long. There are some rules of thumb on time horizons - often
it is three years, but equally often this is not long enough. Every market cycle is different,
so understanding the manager’s strategy and performance in the context of the market
environment is important.

Alpha Goals

Most clients have return goals which vary by client type. These goals could be based on
spend rate, an operating budget or an Expected Return on Assets assumption. Often these
return goals are in the range of 5.0%-7.5%. While interest rates have risen from historic
lows, they remain low relative to return goals. If clients are seeking to match or exceed
their return goals, alpha potential from the use of active managers may be critical.

Tracking Error Sensitivity

Tracking error refers to the manager’s return less the return of the appropriate
benchmark. Within the active manager universe, there are high- and low-tracking-error
managers. Index funds have near-zero tracking error. High-tracking-error managers may
deliver substantial alpha but tend to underperform their benchmarks by large amounts,
sometimes over long periods. Low-tracking-error managers perform closer to the
benchmark, whether they underperform or outperform. The use of high- or low-tracking-
error managers is dependent on the investor’'s governance structure and ability to
withstand periods of underperformance without changing managers. The greater an
investor’s sensitivity to tracking error, the more that should be allocated to passive or low-
tracking-error strategies.

Fee Sensitivity

Investment manager performance should be evaluated after fees - in other words, the
value derived for the fees paid. Fees for separate accounts and commingled accounts are
typically on a sliding scale. The larger the allocation to the manager, the lower the fee as a
percentage of the assets. The comparison should be made relative to the fees a particular
investor pays. Nonetheless, even low-cost active manager fees are more expensive than
passive management fees. Some investors are very sensitive to fees regardless of
performance or have tight fee budgets. The more sensitive investors are to fees, the more
they should allocate to low-cost index funds. However, this requires acknowledging the
limitations this places on alpha potential.
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Summary

These key factors are all interrelated. Together with the studies on the alpha potential in
different market segments, these factors will decide the optimal allocation balance
between active and passive strategies. Considering each factor independently, however,
helps to prioritize goals and frame the decision.

One of the major factors we mention as a component of the active management decision
is governance resources. This is one thing that can be enhanced through an OCIO
relationship, which can provide a very robust governance process based on each client’s
overall needs and tolerance. It can also lower the fee hurdle and manage complexity.

Figure 3. Decision tree
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Source: Mercer. Shown for illustrative purpose only
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Important notices

References to Mercer shall be construed to include Mercer (US)
LLC and/or its associated companies.

© 2023 Mercer (US) LLC. All rights reserved.

Its content may not be modified, sold or otherwise provided, in
whole or in part, to any other person or entity without Mercer’s
prior written permission.

This does not constitute an offer to purchase or sell any
securities.

The findings, ratings and/or opinions expressed herein are the
intellectual property of Mercer and are subject to change
without notice. They are not intended to convey any
guarantees as to the future performance of the investment
products, asset classes or capital markets discussed.

Past performance does not guarantee future results. Mercer's
ratings do not constitute individualized investment advice. The
value of investments can go down as well as up, and you may
not get back the amount you have invested. Investments
denominated in a foreign currency will fluctuate with the value
of the currency. Certain investments, such as securities issued
by small capitalization, foreign and emerging market issuers,
real property, and illiquid, leveraged or high-yield funds, carry
additional risks that should be considered before choosing an
investment manager or making an investment decision.

Actual performance may be lower or higher than the
performance data quoted. Actual statistics may be lower or
higher than the statistics quoted. The expectations for the
modelled portfolio are a compilation of return, volatility, and
correlation expectations of the underlying asset classes.

Portfolio expectations are forward looking and reflective of
Mercer's capital market assumptions, as defined by asset class
and incorporating return, standard deviation, and correlations.
Our process for setting asset class expected returns begins
with developing an estimate of the long term normal level of
economic growth and inflation. From these two key
assumptions, we develop an estimate for corporate earnings
growth and the natural level of interest rates. From these
values, we can then determine the expected long term return
of the core asset classes, equity and government bonds. We
combine current valuations with our expectations for long
term normal valuations and incorporate a reversion to normal
valuations over a period of up to five years. Volatility and
correlation assumptions are based more directly on historical
experience except in cases in which the market environment
has clearly changed. Manager impact on performance is not
incorporated into expectations. The views expressed are
provided for discussion purposes and do not provide any
assurance or guarantee of future returns.

This does not contain investment advice relating to your
particular circumstances. No investment decision should
be made based on this information without first obtaining
appropriate professional advice and considering your
circumstances. Mercer provides recommendations based
on the particular client's circumstances, investment
objectives and needs. As such, investment results will vary
and actual results may differ materially.

A business of Marsh McLennan

For Mercer's conflict of interest disclosures, contact your
Mercer representative or see
http://www.mercer.com/conflictsofinterest.

Information contained herein has been obtained from a
range of third-party sources. Although the information is
believed to be reliable, Mercer has not sought to verify it
independently. As such, Mercer makes no representations
or warranties as to the accuracy of the information
presented and takes no responsibility or liability (including
for indirect, consequential or incidental damages) for any
error, omission or inaccuracy in the data supplied by any
third party.

Mercer does not provide tax or legal advice. You should
contact your tax advisor, accountant and/or attorney
before making any decisions with tax or legal implications.

Not all services mentioned are available in all jurisdictions.
Please contact your Mercer representative for more
information.

Investment management and advisory services for US
clients are provided by Mercer Investments LLC (Mercer
Investments). Mercer Investments LLC is registered to do
business as “Mercer Investment Advisers LLC" in the
following states: Arizona, California, Florida, Illinois,
Kentucky, New Jersey, North Carolina, Oklahoma,
Pennsylvania, Texas and West Virginia; as “Mercer
Investments LLC (Delaware)” in Georgia; as “Mercer
Investments LLC of Delaware” in Louisiana; and “Mercer
Investments LLC, a limited liability company of Delaware”
in Oregon. Mercer Investments is a federally registered
investment adviser under the Investment Advisers Act of
1940, as amended. Registration as an investment adviser
does not imply a certain level of skill or training. The oral
and written communications of an adviser provide you
with information about which you determine to hire or
retain an adviser. Mercer Investments’ Form ADV Parts 2A
and 2B can be obtained by written request directed to:
Compliance Department, Mercer Investments, 99 High
Street, Boston, MA 02110.

Certain regulated services in Europe are provided by
Mercer Global Investments Europe Limited and Mercer
Limited. Mercer Global Investments Europe Limited and
Mercer Limited are regulated by the Central Bank of
Ireland under the European Union (Markets in Financial
Instruments) Regulation 2017, as an investment firm.
Registered officer: Charlotte House, Charlemont Street,
Dublin 2, Ireland. Registered in Ireland No. 416688. Mercer
Limited is authorized and regulated by the Financial
Conduct Authority. Registered in England and Wales No.
984275. Registered Office: 1 Tower Place West, Tower
Place, London EC3R 5BU.

Investment management services for Canadian investors
are provided by Mercer Global Investments Canada
Limited. Investment consulting services for Canadian
investors are provided by Mercer (Canada) Limited.
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