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OVERVIEW
Many investors may believe that passive investing means simply buying index
funds. However, there are some key differences between index investing and
strategic index investing. The following discusses some of those differences.
Many investors realize that a passive investment approach offers many benefits
when compared with an active investment approach. Passive investing involves
buying and holding market components, whereas an active manager tries to pick
the next winning stock or time where the market is headed next. A passive
approach offers these major benefits.

§

By holding entire market components, one maximizes the benefits of
diversification.

§

By “titling” the portfolio to riskier of less risky components, the investor can
expect to capture the highest market return given his or her risk tolerance.

§

The investor maintains control over his or her own portfolio’s components (by
avoiding active funds’ tendency to style drift without the investor’s knowledge.

§

Expenses can be minimized.

§

Tax efficiency can be maximized

To implement a passive investment approach, investors can choose from;

§

Index Mutual Funds

§

Exchange Traded Funds

§

Strategic Index Asset Class Funds
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Investors may wonder, “Why shouldn’t I just by index funds instead of strategic
index class fund? What is the benefit of strategic index asset class management
versus “index” investing?”
This historical evidence has shows that the index investing and strategic index
asset class investing in individual stocks or actively managed mutual funds. But
building a portfolio of strategic index asset class funds expands upon the benefits
of index investing while minimizing some of its potential negatives.
First let’s explore the differences between the two. To use an analogy, strategic
index asset class funds relate to the index funds as squares relate to rectangles.

§

All squares are rectangles, but not all rectangles are square.

§

All index funds are passively managed, but not all strategic index asset class
funds are index funds.

An asset class is a group of stocks with similar risk characteristics, such as domestic
or international, large-cap or small-cap. An asset class also is a combination of
similar risk characteristics, such as “US small-cap values stocks” or “international
large-cap growth stocks.” An investment firm can create its own definition of an
asset class and then passively manage a fund based on that definition. In such
cases, there may not always be a specific index that represents or tracks that asset
class.
Strategic index asset class funds retain the benefits of indexing. They are relatively
low cost, low turnover and tax efficient. However, they improve on the index
model through additional strategies. Let’s look at some of the ways a strategic
index asset class fund can improve returns.

CREATING A BUY-AND-HOLD RANGES
Index funds must sell a stock when it leaves the index. For example, if a small-cap
stock increases in market capitalization so that it is no longer par to the small-cap
index, the fund tracking that index must sell it. This creates turnover and tax
inefficiency.
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In contrast a Strategic Index Asset Class fund has the flexibility to create buy-andhold ranges that enable the fund to hold a stock even if it falls out of the
appropriate index. Properly implemented, buy-and-hold ranges help reduce
turnover and increase tax efficiency while still enabling the fund to remain true to
its stated asset class definitions. For example a Strategic Index Asset Class smallcap fund might establish a range in which it buys all stocks in the smallest 8
percent of market cap. But the same fund might establish that it won’t sell the
stock unless it grows beyond the smallest 10%.

ELIMINATING CERTAIN STOCK TYPES
Based upon academic evidence, some stock types have been demonstrated to
result in historically poor returns and passive asset class funds can screen these
stocks. For example, initial public offering (IPO) stocks have demonstrated poor
historical returns in the initial years following the IPO. Based on this evidence, a
strategic index asset class fund might eliminate all the IPO Stocks have
demonstrated poor historical returns in the initial years following the IPO. Based
on this evidence, a strategic index asset class fund might eliminate all IPO stocks
until they have a seasoned a certain number of years, at which point they become
eligible for purchase.
The NASDAQ stock exchange has much less stringent listing requirements than
does the New York Stock Exchange. As a result, the NASDAQ experiences for more
stocks that eventually “delist” due to frauds and other financial weaknesses. By
establishing a screen calling for greater financial requirements (such as those of
the National Market System) a strategic index asset class fund can reduce its
exposure to stocks that eventually delist.

ESTABLISHING ADDITIONAL COMMON-SENSE SCREENS
Strategic index asset class funds are essentially free to establish additional screens
that can be demonstrated to improve net returns. For example, the trading costs
of the small-cap stocks can be significantly higher than those of large-cap stocks,
small-cap stocks, as small-cap stocks typically experience lower levels of liquidity.
Therefore a strategic index asset class fund might establish a screen that no stock
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will be traded unless there are a certain number of minimum “market makers” (i.e.
parties interested in trading the stock)

TAKING ADVANTAGE OF BLOCK TRADING TECHNIQUES
A small-cap passive asset class fund can also take advantage of its ability to remain
flexible regarding its precise market cap weighting, whereas an index fund
generally must maintain it specific defined weighting. By acting as a market maker
in small-cap stocks, the strategic index asset class fund can earn not only the bidoffer spread, but it can also earn market impact costs.
The preceding terminology can be daunting to even relatively sophisticated
investors, so let’s look at an example. Suppose an actively managed fund is selling
a large block of a small-cap stock that is trading at 10 bid-10.5 asked (which means
the broker/dealer is willing to buy at 10 and sell at 10.5). The stock has typically
been trading just 30,000 shares a day, but the active fun wants to immediately sell
100,000 shares. However selling such a large number of shares relative to the
stock’s typical trading level will drive the price much lower… even before they are
done selling.
Before moving on with our illustration it is important to understand that the
stock’s next move is random, per the Efficient Market Hypothesis. The fact that an
active funding manager is attempting to sell a stock does not actually indicate
whether the stockroom move up or down. Therefore a strategic index asset class
fund can benefit from what is more than likely a misplaced sense of urgency on the
part of the active manager. For example, strategic index asset class fund might
establish a range of appropriate market-cap weightings it is willing to own – such
as ranging from half to double its target holdings.
Returning to our illustration, the strategic index asset class fund manager might
check in the funds current holdings, determine it is holding 200,000 shares and
conclude that it can hold up to 400,000, given the range it has established.
Knowing that he or she can purchase the 100,000 shares and that the active fund
is desperate to sell, the strategic index asset class fund manager might submit a bid
of 9.5. If the bid is won, the likelihood is that the stock will return to trading at 10
bid-10.5 ask. The strategic index asset class fund might then offer a small amount
of stock at 10.375. It may even find a buyer who is looking to buy a large block and
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pay premium for it. By earning the bid ask spread the market impact cost, the
strategic index asset class fund has created the potential to his return to enhance
returns through negative trading costs.

ADDING TAX MANAGEMENT STRATEGIES
As we have seen strategic index asset class funds have many advantages over
index funds. However strategic index asset class funds that also engage in tax
management strategies can do even better.
While strategic index asset class funds are already relatively tax efficient
(compared with actively managed funds), there are additional strategies that can
be employed to further improve their after-tax returns. These strategies include
the following techniques.

§

Fund managers can avoid taking international short-term capital gains.
Stocks that should be sold because they have moved beyond their hold
ranges are not sold if they are not yet eligible for long-term capital gains
treatment. Once the required one-year holding period is reached, the stocks
will then be sold. This lowers the tax rate on the capital gain from ordinary
long-term capital gains rate.

§

Stocks that have significant losses can be sold to harvest those losses. The
stocks can then be repurchased following the 30-day waiting period
required to avoid violating the wash sale rule.

§

Specific lot accounting is used to minimize realized gains on sale. The stocks
sold have the highest cost basis.

§

Fund managers can avoid purchasing stocks just prior to the ex-dividend
date. This reduces the amount of income that will be taxed at higher or
ordinary income tax rates.
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SUMMARY
The academic world has provided investors with a roadmap to a prudent
investment strategy based on strategic index asset class investing. Building a
globally diversified portfolio of strategic index asset class funds is most likely to
allow all levels of investors to achieve their financial goals with the least amount of
risk, particularly when they partner with an investment advisor who is experienced
at implementing and maintaining a strategic index asset class portfolio
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DISCLOSURES
1. This publication may include forward-looking statements. All statements other than
statements of historical fact are forward-looking statements (including words such as “believe,”
“estimate,” “anticipate,” “may,” “will,” “should” and “expect”). Although we believe that the
expectations reflected in such forward-looking statements are reasonable, we can give no
assurance that such expectations will prove to be correct. Various factors could cause actual
results or performance to differ materially from those discussed in such forward-looking
statements.
2. Past performance is not indicative of any specific investment or future results. Views regarding
the economy, securities markets or other specialized areas, like all predictors of future events,
cannot be guaranteed to be accurate and may result in economic loss to the investor.
3. Any information provided by adviser regarding historical market performance is for illustrative
and education purposes only. Clients or prospective clients should not assume that their
performance will equal or exceed historical market results and/or averages.
4. The material listed in this publication is current as of the date noted, and is for informational
purposes only, and does not contend to address the financial objectives, situation or specific
needs of any individual investor. Any information is for illustrative purposes only, and is not
intended to serve as investment advice, since the availability and effectiveness of any strategy is
dependent upon your individual facts and circumstances. Results will vary, and no suggestion is
made about how any specific solution or strategy performed in reality.
5. Advisor does not make any representations or warranties as to the accuracy, timeliness,
suitability, completeness or relevance of any information prepared by any unaffiliated third party
and incorporated herein, and takes no responsibility therefor. All such information is provided
solely for convenience purposes only and all users thereof should be guided accordingly.
6. Inclusion of index information or any other market information is not intended to suggest that
their performance is equivalent or similar to that of adviser’s clients. Investors should be aware
that the referenced benchmark funds may have a different composition, volatility, risk,
investment philosophy, holding times and/or other investment-related factors that may affect
the benchmark funds’ ultimate performance results. Therefore, an investor’s individual results
may vary significantly from the benchmark’s performance.
7. No solicitation to buy or sell any securities: “This information is provided as a general source of
information and should not be considered personal investment advice or solicitation to buy or
sell any securities.”
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8. Opinion disclaimer and WSI member disclaimer:“ The views expressed are those of the author
and not necessarily those of Worldsource Securities Inc. Investments are provided through
Worldsource Securities Inc., Sponsoring Investment Dealer and Member of Canadian Investor
Protection Fund and of the Investment Industry Regulatory Organization of Canada.”
9. For mutual funds:“Commissions, trailing commissions, management fees and expenses all may
be associated with mutual fund investments. Please read the prospectus before investing.
Mutual funds are not guaranteed, their values change frequently and past performance may not
be repeated.”
10. For ETFs: “ETFs may have exposure to aggressive investment techniques that include
leveraging, which magnify gains and losses and can result in greater volatility in value and be
subject to aggressive investment risk and price volatility risk. ETFs are not guaranteed, their
values change frequently and past performance may not be repeated. Please read the
prospectus before investing”
11. For tax related matters: “The information provided is general in nature and should not be
considered personal taxation advice. We are not tax advisors and we recommend that clients
seek independent advice from a professional advisor on tax related matters.”
12. “Insurance Products and related services are provided as part of a comprehensive financial
plan through Financial Wealth Builders Inc.”

10

Indexing Vs. Strategic Index Asset Class Investing

SECOND OPINION SERVICE
When the markets and economies turn volatile and confusing as they have over
the past year, even the most patient investors may question the wisdom of the
financial path that they’ve been following. Over the past 20 years, we’ve reviewed
hundreds of investment portfolios and financial plans. We’ve seen a number of
difficult markets come and go. And we can certainly empathize with the people
who find that current environment troublesome and disturbing. We’d like to help,
if we can, and to that end, here’s what we offer.
A no obligation second opinion

Just as it’s wise to get a second opinion on your medical health, it’s only prudent to
get a second opinion on your financial health. Things change. Life moves on. And
the financial plan that was right for you five or ten years ago may not suit your
needs today. Are your current investments still right for you? Find out with our
complimentary, confidential Second Opinion Service.
Our Second Opinion Service will help you clearly see the BIG picture:

• Understand how your money is really invested
• Know your portfolio’s risk
• Identify hidden fees
• Learn how to safely maximize your retirement cash flow
• Learn how to reduce taxes (in concert with your tax professional)
• Review your insurance, long term care, and risk management strategy
• Address your estate planning concerns (in concert with your lawyer)

How It Works: From the comfort of your home (via webinar or call) we’ll seek to
understand your financial goals – and what your investment portfolio and financial
plan (if you have one) is intended to do for you. Then we’ll review the portfolio for
and with you.
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If we think your strategies and investments continue to be well-suited to your
goals – in spite of the current market turmoil – we’ll gladly tell you so, and send
you on your way. If, on the other hand, we think some of your investments no
longer fit, we’ll explain why, in plain English. And, if you like, we’ll recommend
some alternatives.
Next Step: Simply complete a request for info at www.fwbsecurites.com or call us
at 1-866-735-5581 and ask for Paul Philip or Ennio Longo.

Note- Due to our low fee nature our service is best suited to investors with
portfolios of $250,000 or greater.
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ABOUT FINANCIAL WEALTH BUILDERS SECURITIES
As independent wealth planners we keep our client list small, so we can focus on
your specific situation and what’s most important to you. We are committed to
giving our clients access to world class investment ideas, guided by evidence based
strategies usually reserved for the very large investor, at a reasonable cost. Our
clients count on us for straight talk, common sense ideas, hard work, and complete
transparency. We believe Canadians can do better and have more. It’s our mission
to help you get there.

Paul Philip
Paul Philip, CFP, CLU, Investment
Advisor

Today’s traditional financial planning is sorely lacking. Financial institutions and the
media are in business for themselves and it’s up to the consumer to recognize this
and take responsibility for their own future. For most, finance and economics is
too complex and fast changing to manage effectively by themselves. I believe what
most people really want is expert professional guidance that they can trust,
someone who has their back….and at a fair price. I believe in openness,
transparency and value for your hard earned money.
Paul lives in Toronto with his wife Susana and their 2 daughters, Julia and Jacqueline. He is active
in his community and is a volunteer coach for underprivileged youth. He is an avid squash player,
and loves to have a good time skiing and travelling with his family.
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Paul Philip
Phone 416-497-9577 x223
Email paul@fwbsecurities.com

Ennio Longo
Ennio Longo, BBA, CFP, CLU, Investment
Advisor

Ennio Longo, BBA, CFP has been in the financial services industry since 2007. Since
that time, Ennio has sought to continually find new and better ways to help his
clients in their financial lives. Ennio holds the Certified Financial Planner (CFP)
designation and has successfully completed the Canadian Securities course.
Ennio specializes in providing holistic financial planning for his clients, raising the
bar above the traditional approach employed in the majority of financial
institutions. His greatest achievement is seeing the peace of mind his clients
receive as he helps them build , protect and enjoy their wealth.
Ennio resides in Toronto with his wife Daniela and their three children Julian, Victoria and
Samantha and his favourite past time is being a soccer coach to all three.
Ennio Longo
Phone 416-497-9577 x 225
Email ennio@fwbsecurities.com
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