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TRUTH ABOUT “PASSIVE” INVESTING

Index funds have gathered a devoted following since their debut in the 1970s.
Accordingto the Investment Company Institute, passive indexes and exchange-traded
funds (ETFs) were 43% of the $29 trillion mutual fund industry. A main selling point of
the funds is their “hands-off” nature, requiring little ongoing research or knowledge.
But these funds are more active than you might think. While the funds do mirror an
index’s composition, the index itself can change a lot. Those changes can be more

significant than you think and introduce unwanted risks.
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SET AND FORGET STRATEGY

An appeal of passive funds is their ease of use. One
security promises to cover the exposure to an entire
asset class. A typical representation of large domestic
companies, such as the S&P 500, is a famous example.
Many turn to funds tied to the S&P 500 to “invest in
the market.”

According to S&P Dow Jones Indices, the S&P 500 is
widely regarded as the best single gauge of U.S. stocks
as it covers 80% of the market value of U.S. stocks. The
S&P 500 is an essential index because $15.6 trillion is
either indexed directly or benchmarked to it, according
to S&P Dow Jones. It is generally taken for granted by
many that an investment in the S&P 500 is the way to
go if you want to own large U.S. stocks. We are not so
sure; index funds are often very active despite being

marketed as passive.

A committee at S&P Dow Jones selects stocks for the
S&P 500. While total value is a primary determinant of
inclusion, other factors such as liquidity, profitability,
and country focus are also included. Once chosen, the
500 stocks are weighted in the index based on the total
value of each stock. A higher weight is assigned to those
companies with the highest prices and most outstand-
ing shares. A fund manager, following the index, will
direct more and more of your investment into shares as
prices go up and sell shares as they get cheaper. Each
decade, about 40% of the companies in the index are
replaced for one reason or another. This strategy and
others that guide most funds invested today are far

from static.

Notice there is no link to fundamental factors like earn-
ings or dividends for the S&P 500’s strategy. Without a
fundamental connection, daily buys and sells of securi-

ties within the index are driven almost entirely by price

movements and momentum. The world’s most famous
index is essentially an active momentum strategy
focused on “winning” stocks. When the S&P 500 is
“outperforming” the average stock, it could mean that
speculative momentum has taken hold, forcing manag-
ers to pour into highly valued shares. Such momentum
strategies can work until momentum breaks down and
fundamental considerations take over. Incidentally,
Washington Crossing Advisors does not use a market
capitalization-weighted philosophy in equity portfolios,

favoring a more basic approach..

S&P 500 “STRATEGY” COMPARISONS

Take, for example, Chart A on page 3. It shows the
performance of two versions of the S&P 500. One is the
traditional version of the index, as described above.
The other is a simple version that equally weights the
largest 500 companies. The chart covers the December
1999 — October 2007 period because that period sharply
contrasts the performance of the market-weighted
“strategy” versus the “equal-weighted” strategy. Notice
the significant difference in return. A $100 investment
in the traditional S&P 500 was about the same in 2007
as in 1999, with a 0% annual return. A $100 investment
in a simple equal-weighted version of the S&P 500 was
about $180, a 9% return.

As you can see, the “decision” regarding how the port-
folio is weighted involves an active choice and ongoing
management. The choice can, in some environments,
belie the notion that an index fund is the simple “no-
brainer” answer that some die-hard indexers believe
best solves the investing question. Just because you do
not “see” the “action” inside the fund does not mean
that “action” is not taking place and those “actions”

do matter.
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BOND INDICES, TOO

Other indices, generally considered passive, can change
in very active ways. Take the popular area of mortgage-
backed securities (MBS). These bonds now comprise
20-30% of the entire U.S. bond market and play a sig-
nificant role in indices that track the bond market. An
investor who wants passive exposure could buy a bond
index fund to gain exposure to mortgage debt. Even if
holdings do not change, a changing rate environment
could suddenly and meaningfully alter the risk of bonds

in the index.

Take the concept of duration, a primary measure of
bond risk that measures the sensitivity of bond prices
to changes in interest rates. The duration risk of mort-
gages held in the Bloomberg U.S. MBS Index, a popular
benchmark for mortgage bonds, can change suddenly
and in an unintuitive fashion. Chart B, above, shows
that mortgage bond duration swung in a wide range
from 1 to 4 years. This implies that the fundamental
risk factor for the passive index is moving in a very

active way.
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CONCLUSION

hile index funds are popular, you should not assume that the risk factors driving the
W investment are fixed. In reality, passive funds’ risk exposures can be pretty active. So the
alluring idea that investing in such funds is a one-time “set-it-and-forget-it” exercise is misguided.
Understanding the changing nature of the risk factors inside the funds remains essential.

Whether investing in individual stocks and bonds or investing in funds, there is no getting
around the need to have an active plan for managing a portfolio. For this reason, fundamentals,
valuation, and ongoing risk management strategies will remain important considerations. It makes
sense to continually ask questions about quality, valuation, and other factors that drive risk and
return. And, of course, it is equally important to pay attention to critical changes in your life and
what those changes mean for your portfolio.

Passive investing does not mean you should “set it and forget it” because indices are, by nature,
active and dynamic. This means that investing a portfolio must be an ongoing active process, no

matter how you slice it.




WCA Fundamental Conditions Barometer Description: We regularly assess changes in fundamental conditions to help guide near-term asset allocation
decisions. The analysis incorporates approximately 30 forward-looking indicators in categories ranging from Credit and Capital Markets to U.S. Economic
Conditions and Foreign Conditions. From each category of data, we create three diffusion-style sub-indices that measure the trends in the underlying data.
Sustained improvement that is spread across a wide variety of observations will produce index readings above 50 (potentially favoring stocks), while read-
ings below 50 would indicate potential deterioration (potentially favoring bonds). The WCA Fundamental Conditions Index combines the three underlying
categories into a single summary measure. This measure can be thought of as a “barometer” for changes in fundamental conditions.

Index Descriptions: WCA Quality Indices are based on Washington Crossing Advisors’ quantitative analysis of firms along three dimensions: asset profit-
ability, consistency, and leverage. Higher quality companies are defined as those which fall in the top quintile of largest-cap U.S. companies and tend to have
higher average profitability, greater than normal consistency, and low leverage. Lower quality companies are defined as those which fall in the lowest quintile
based on the same criteria. Indices are reconstituted annually, continuously rebalanced, and presented on a total return basis, as calculated by Bloomberg.
Indices are unmanaged and do not represent performance of any actual portfolio or portfolio strategy offered by Washington Crossing Advisors, LLC.

Standard & Poor’s 500 Index (S&P 500) is a capitalization-weighted index that is generally considered representative of the U.S. large capitalization mar-
ket. S&P 500 Growth Index and S&P 500 Value Indices are designed to provide a comprehensive measure of global equity growth and value performance.
S&P High Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are most sensitive to changes in market
returns.

S&P Low Beta Total Return Index is designed to measure the performance of the constituents of the S&P 500 that are least sensitive to changes in market
returns.

The information contained herein has been prepared from sources believed to be reliable but is not guaranteed by us and is not a complete summary or
statement of all available data, nor is it considered an offer to buy or sell any securities referred to herein. Opinions expressed are subject to change without
notice and do not take into account the particular investment objectives, financial situation, or needs of individual investors. There is no guarantee that
the figures or opinions forecasted in this report will be realized or achieved. Employees of Stifel, Nicolaus & Company, Incorporated or its affiliates may, at
times, release written or oral commentary, technical analysis, or trading strategies that differ from the opinions expressed within. Past performance is no
guarantee of future results. Indices are unmanaged, and you cannot invest directly in an index.

Asset allocation and diversification do not ensure a profit and may not protect against loss. There are special considerations associated with inter-
national investing, including the risk of currency fluctuations and political and economic events. Investing in emerging markets may involve greater risk
and volatility than investing in more developed countries. Due to their narrow focus, sector-based investments typically exhibit greater volatility. Small
company stocks are typically more volatile and carry additional risks, since smaller companies generally are not as well established as larger companies.
Property values can fall due to environmental, economic, or other reasons, and changes in interest rates can negatively impact the performance of real
estate companies. When investing in bonds, it is important to note that as interest rates rise, bond prices will fall. High-yield bonds have greater credit risk
than higher-quality bonds. The risk of loss in trading commodities and futures can be substantial. You should therefore carefully consider whether such
trading is suitable for you in light of your financial condition. The high degree of leverage that is often obtainable in commodity trading can work against
you as well as for you. The use of leverage can lead to large losses as well as gains.

All investments involve risk, including loss of principal, and there is no guarantee that investment objectives will be met. It is important to review
your investment objectives, risk tolerance and liquidity needs before choosing an investment style or manager. Equity investments are subject generally to
market, market sector, market liquidity, issuer, and investment style risks, among other factors to varying degrees. Fixed Income investments are subject to
market, market liquidity, issuer, investment style, interest rate, credit quality, and call risks, among other factors to varying degrees.

This commentary often expresses opinions about the direction of market, investment sector and other trends. The opinions should not be considered
predictions of future results. The information contained in this report is based on sources believed to be reliable, but is not guaranteed and not necessarily
complete. The securities discussed in this material were selected due to recent changes in the strategies. This selection criteria is not based on any measure-
ment of performance of the underlying security. Washington Crossing Advisors LLC is a wholly owned subsidiary and affiliated SEC Registered Investment
Adviser of Stifel Financial Corp (NYSE: SF). Registration with the SEC does not imply a certain level of skill or training.

FOR MORE INFORMATION, PLEASE CONTACT US:

Washington Crossing Advisors Sales and Marketing
e Kevin R. Caron, CFA, Senior Portfolio Manager | (973) 549-4051 e Eric Needham, Director, External Sales and Marketing | (312) 771-6010
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e Matthew Battipaglia, Portfolio Manager | (973) 549-4047
e Steve Lerit, CFA, Senior Risk Manager | (973) 549-4028
e Suzanne Ashley, Internal Relationship Manager | (973) 549-4168

About Washington Crossing Advisors | Washington Crossing Advisors a wholly owned subsidiary of Stifel Financial Corp. (NYSE-SF). The WCA team has

been helping individual and institutional investors build wealth for more than 25 years. www.washingtoncrossingadvisors.com
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