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Stock market volatility during the last 
couple of years has reignited a long-
running debate over active vs. passive 

investing. Both strategies have supporters and 
critics, and many experts advocate combining 
both approaches in a portfolio. As with most 
investment choices, the right strategy for you 
will depend on several factors, including your 
financial goals, investment exper-
tise, time horizon and tolerance for 
risk. Before choosing or changing 
an investment strategy, learn more 
about active and passive investment 
strategies.

Tracking an index

Before defining what passive investing 
is, it’s helpful to explain what it isn’t. 
“Passive” doesn’t refer to individual 
investors’ roles in managing their port-
folios. Rather, it signals the investment 
approach taken by fund managers or 
financial advisors. So, for example, a 
hands-off approach toward your portfo-
lio isn’t passive investing if you place 
your assets in actively managed mutual funds.

Generally, passively invested funds are designed 
to track the performance of a particular mar-
ket index (such as the S&P 500 or Bloomberg 
Barclays U.S. Aggregate Bond) by buying and 
holding all, or a representative sampling, of the 
index’s securities. Passive funds typically have 
several advantages: 

n  They’re highly tax-efficient because trading is 
kept to a minimum.

n  Their costs are typically low because they 
rely on formulas or algorithms rather than 
paying a team of analysts to evaluate indi-
vidual companies. 

n  Since their performance generally matches 
the performance of the relevant index, they 
usually have less downside risk than actively 
managed funds.

On the other hand, passively managed funds 
can lack the upside potential of actively man-
aged funds.

But a passive strategy doesn’t mean there’s no 
decision-making regarding investments. Unless 
fund managers buy every security in the world, 
by definition they’re taking an active role in the 
fund’s investment choices. For instance, the 
manager of a fund that tracks the Russell 2000 
index has made an active decision to limit the 
fund’s holdings to the 2,000 smallest stocks in 
the broader Russell 3000 index — a fraction of 
the securities available worldwide.

Choosing securities

Actively managed funds, on the other  
hand, generally rely on rigorous analysis to  
evaluate individual securities and create a 
portfolio designed to beat, rather than match, 
a market index. Managers usually buy and sell 
securities more frequently, generating capital  
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gains, so these funds tend to be less tax effi-
cient. Because they rely on expert analysis 
of possible investments, their costs are often 
higher — sometimes substantially higher — 
than those of their passive counterparts.

The biggest advantage of active funds is that 
they have the potential to beat the market. But 
passive investing advocates point out that, more 
often than not, active funds fail to do so and in 
fact underperform relative to their benchmark 
market indexes. This is particularly true over 
the long term (see “A mixed track record for 
actively managed funds,” at right). 

Arguing the merits

But that doesn’t necessarily mean that pas-
sive investing is always the right choice. While 
recent history shows that active funds that 
focus on U.S. large-cap stocks have lagged 
behind passive funds tied to a U.S. large-cap 
stock index (such as the S&P 500 or Russell 
1000), certain active funds perform much bet-
ter. For example, in recent years, funds that 
invest in U.S. small-cap stocks and interna-
tional large-cap stocks have, on average, out-
performed their benchmark indexes.

There’s some evidence that actively managed 
funds exhibit better short-term performance in 
certain market conditions. For instance, some 
analysts believe that active investing is more 
effective during periods of economic recovery 
when companies and industries perform incon-
sistently. The reason for this may be that actively 
managed funds have greater flexibility to avoid 
poorly performing companies or sectors. And they 
can deploy defensive strategies (such as increas-
ing the fund’s cash position or investing in bonds) 
to minimize the impact of a falling market.

Custom approach

If you’re relatively risk-averse and are invest-
ing for the long term, passive investing may be 
more appropriate. On the other hand, if your 
risk tolerance is higher and you’re looking to 
beat the index over a shorter term, you may 

prefer active investing. Of course, a combina-
tion of active and passive vehicles can provide 
the best of both worlds — helping you to build 
a diversified portfolio. 

Given the uneven performance of actively man-
aged funds relative to their benchmarks, it’s a 
good idea to look for funds with strong longer-
term (for example, five- and 10-year) track 
records. But remember, historical performance 
is no guarantee of future results. Investments 
always carry the risk of loss. Ask your advisor 
about choosing securities that meet your  
particular needs. n
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A MIXED TRACK RECORD FOR 
ACTIVELY MANAGED FUNDS

Investment data company Morningstar 
has studied the records of actively and 
passively managed funds. According 
to its March 2021 Active/Passive 
Barometer report:

n  In 2020, 49% of active funds out-
performed the average of their pas-
sive counterparts,

n  Over the 10-year period ending 
December 2020, only 23% of active 
funds beat the average of their pas-
sive counterparts, and

n  Long-term success rates were gener-
ally higher for real estate, bond and 
foreign-stock funds, and lowest for 
U.S. large-cap funds.

These and other results outlined in 
the report support the idea that active 
funds are less likely to outperform 
passive funds over the long term. But 
investors may improve their chances 
of success by choosing active funds in 
categories where they’ve posted stron-
ger track records.



If you’re charitably inclined, there are  
several ways to satisfy your philanthropic 
objectives, receive tax benefits and even  

generate income for yourself. One option you 
might not have considered is the pooled income 
fund (PIF). PIFs aren’t new, but they may be 
attractive in the current lower-interest-rate  
environment. And they can provide some of  
the same benefits as a charitable remainder 
trust (CRT) for a fraction of the set-up and 
operational costs.

What’s a PIF?

A PIF is a type of charitable trust established 
by a public charity to “pool” irrevocable gifts 
from multiple donors. PIF donors receive an 
immediate charitable income tax deduction. 
Also, donors and their designated beneficiaries 
receive income distributions from the trust for 
life. After the death of the last income benefi-
ciary, the remaining account balance is distrib-
uted to the previously designated charity.

Typically, PIFs accept gifts of cash, stock and 
certain other securities — although some PIFs 

allow life insurance, real estate, art and other 
types of donations. The amount of income you 
or your beneficiaries receive, which is taxable 
as ordinary income, depends on the trust’s 
investment strategy and performance.

What are the tax benefits?

If you contribute to a PIF, you enjoy an immedi-
ate income tax deduction based on the amount 
expected to be left to charity. This amount is 
calculated based on several factors, including 
the fair market value of your contribution, age 
of your beneficiary or beneficiaries, and the 
fund’s expected rate of return.

The rate of return is determined differently 
depending on the PIF’s age. If it has existed 
for less than three taxable years immediately 
preceding the year a contribution is made, the 
rate of return is based on a formula tied to 
applicable federal midterm rates (released by 
the IRS). For older funds, the rate is based on 
the fund’s actual recent investment returns. 
Because applicable federal rates have been 
very low in recent years, young PIFs can be par-

ticularly appealing. Lower 
expected returns (regardless 
of the fund’s actual returns) 
means a larger amount left 
to charity and, therefore, a 
larger charitable deduction.

There are other benefits to 
participating in a PIF. For 
example, PIFs can allow you 
to remove contributed assets 
from your taxable estate and 
help you avoid capital gains 
taxes on contributions of 
appreciated assets.
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Whether you’re trying to protect  
your assets from possible creditors, 
prevent young heirs from wasting  

their inheritance or minimize current taxes, 
there’s likely a trust for you. Here are several 
strategies that can help you achieve your estate 
planning goals.

Protecting assets

A trust can be a great way to protect your 
assets — but it’s helpful if the trust becomes 

the owner of the assets and is irrevocable.  
That way, you as the grantor can’t modify or 
terminate the trust after it has been set up. 
This is the opposite of a revocable trust, which 
allows the grantor to modify the trust during his 
or her lifetime. 

Once you transfer assets into an irrevocable 
trust, you’ve effectively removed all of your 
ownership of the assets and the trust. One ben-
efit is that, because the property is no longer 
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Trusts can solve a variety  
of estate planning issues

How do they compare to other options?

CRTs are similar in many ways to PIFs. Both 
offer immediate charitable tax deductions and 
other tax benefits, as well as a lifetime income 
stream. But CRTs generally offer a few advan-
tages over PIFs. For example, CRTs generally:

n  Accept a wider variety of assets,

n Offer greater investment options,

n  Provide trust owners with more control over 
income distribution, and

n  Distribute income that may include a combi-
nation of ordinary income, long-term capital 
gain and nontaxable return of principal. 

However, setting up a CRT is much more 
expensive than investing in a PIF, and CRTs 
require substantially larger contributions.  
The IRS mandates that the present value of a 
charity’s remainder interest is at least 10% of 
the initial value of the trust assets. This 

requirement makes it difficult to use a CRT to 
provide a lifetime income stream for children or 
other young beneficiaries.

Another alternative is a donor-advised fund. 
These funds offer immediate tax deductions 
and considerable influence over the charitable 
uses of contributions. But they don’t provide 
contributors with an income stream.

Sweet deal

If you’re looking for a vehicle for charitable  
giving, PIFs may be worth a look. Although  
PIF income depends on the fund’s investment 
performance (which may vary dramatically  
from year to year), these vehicles feature low 
costs, tax deductions and lifetime income. n

PIFs can help you avoid capital 
gains taxes on contributions of 
appreciated assets.



yours, it’s generally unavailable 
to satisfy claims against you. 
However, placing assets in a 
trust won’t allow you to sidestep 
responsibility for any debts or 
claims that are already outstand-
ing at the time you fund the trust. 
There also may be a substantial 
“look-back” period that could 
negate the protection that would 
otherwise be provided.

Limiting access

If you’re concerned about what 
will happen to your assets after 
they pass to the next genera-
tion, you may want to consider 
establishing a “spendthrift” trust. 
Despite the name, a spendthrift 
trust does more than just protect 
your heirs from themselves. It can 
safeguard your family’s assets 
against creditors as well. The trust also protects 
loved ones in the event of relationship changes. 
For example, if your son divorces, his spouse 
might not be able to claim a share of the trust 
property in the divorce settlement.

Several types of trusts can be designated a 
spendthrift trust — you just need to add a 
spendthrift clause to the trust document. This 
type of clause restricts a beneficiary’s ability to 
assign or transfer his or her interests in the trust, 
and it restricts the rights of creditors to reach 
the trust assets. But a spendthrift clause won’t 
avoid claims from your own creditors unless you 
relinquish any interest in the trust assets. 

You can usually gain greater protection against 
creditors’ claims if you give your trustee more 
discretion over trust distributions. If the trust 
requires the trustee to make distributions for a 
beneficiary’s support, for example, a court may 
rule that a creditor can reach the trust assets 
to satisfy support-related debts. For increased 
protection, give the trustee full discretion over 
whether and when to make distributions. You’ll 
need to balance the potentially competing 
objectives of having the access you want and 
preventing others from having access against 
your wishes.

Many options

There are many other types of trusts that can, 
for example, facilitate charitable giving, provide 
lifetime income and enable you to pass wealth 
on to multiple generations. Just note that the 
laws regarding trusts can be complicated and 
may vary by state. Talk to your estate planning 
advisor about your specific estate planning 
wants and needs. n
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A spendthrift trust does more 
than protect your heirs from 
themselves. It can safeguard 
assets against creditors as well.
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Retirement planning is all about managing 
risk. Longer life expectancies generally 
mean longer retirements, which increases 

the risk that you’ll have to live on less income. 
Other risks include rising or unexpected  
medical expenses and sudden changes in the 
financial markets. 

One risk that’s often overlooked is inflation. 
Although the inflation rate has been very low in 
recent years, most experts predict higher inflation 
for the foreseeable future. Such increases have 
the potential to disrupt your retirement plans.

How it erodes value

Inflation can slow the growth of certain assets 
or even reduce their value and erode the pur-
chasing power of your investments. Let’s say 
you have a money market account that earns 
a 2% annual return and inflation is 3%. That 
investment you thought was growing at a mod-
est rate is actually shrinking in spending power. 

Many people invest in fixed-income securities 
(bonds) to reduce overall portfolio risk. But if 
these holdings aren’t keeping pace with infla-
tion, your retirement savings may not last as 
long as you originally planned.

What you can do

Here’s what you can do to help manage  
inflation risk:

n  Estimate the length of your retirement,  
based on your family’s longevity history and 
other factors.

n  Determine how much income you’ll  
need, considering money you may require  
to cover not only daily costs, but also  
discretionary expenses and unexpected  
medical and other costs.

n  Work with your financial advisors to develop a 
budget and an investment strategy designed 
to protect your wealth from inflation.

Managing inflation risk may involve saving 
more for retirement or reallocating some of 
your portfolio to assets that tend to keep pace 
with or outperform inflation, such as stocks or 
real estate. It may also mean rethinking the 
traditional rule that says the percentage of your 
portfolio in equities (stocks) is 100 minus your 
age. In other words, if you’re 60, then 40% 
should be in stocks and 60% in bonds. 

But given increasing life expectancies and the 
potential impact of inflation in coming years, 
you may want to consider subtracting your age 
from a larger number, such as 110 or even 
120. So 60-year-olds would allocate 50% to 
60% of their portfolios to equities.

Why you need advice

To put together a retirement plan that  
will achieve your goals, consider possible 
threats, including inflation risk. Although it’s 
impossible to eliminate all risks — including 
the risk that you’ll lose your original investment 
money — your financial advisors can help you 
minimize them. n

Take steps to manage inflation’s impact




