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Blinded by the Bite: 
Challenging the Importance of 
Tax in the Active-Passive Choice

The steady increase in interest over the past few years in after-tax investing 
(ATI) brings a new angle to the enduring debate surrounding the merits 
of active versus passive investing.

Australian investment managers focus almost entirely on delivering pre-tax outcomes – 
it is still relatively rare to find strategies managed and reported on an after-tax basis, despite 
the fact that most of the retail and institutional investor base in Australia pays tax. For 
the remaining tax exempt segment, many still care about after-tax outcomes in the 
sense that franking credits received on Australian equity dividends are convertible to cash.

For all these investors, however, the choices have been limited, that is, investors 
choose between active and passive managers on a pre-tax basis, but in most cases must 
settle for ‘passive’ (no) tax management, regardless of investment manager style.

However, the landscape is changing with a handful of Australian managers who 
genuinely target optimal after-tax investment outcomes have been offering up their 
results. These results suggest that ATI can deliver appreciable benefits to investors. 

Of course, the results are self-serving, the sample small and the time horizon limited. 
The lack of a widely available after-tax benchmark (until recently) and, indeed, lack 
of a uniform approach to measuring investment outcomes after tax have not helped. 
Still, interest in ATI grows, reflecting a growing unease about the misalignment 
between managers’ pre-tax focus and the after-tax interests of investors.

Some wider industry developments have fueled this interest in ATI. For example, 
ASFA offered its first formal comments on the impact of turnover on after-tax 
returns in a 2008 Background Paper1 and followed this by partnering with FTSE to 
launch Australia’s first genuine after-tax Australian equity benchmark series2 in 
September 2009. Perhaps the biggest impact has been made by the 2009-2010 
Cooper Review into the superannuation fund industry which has recommended 
mandatory after-tax performance reporting3.

This paper introduces a formal after-tax investing perspective to the active-passive 
debate and considers how an ATI philosophy would impact the active-passive 
decision framework proposed in the January 2010 Russell Research Paper, Ezra 
and Warren, “When should you choose an alternative to passive investing?” 
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This paper identifies two extra questions an ATI investor would 
ask under that framework and suggests how these questions 
could be answered.

The paper makes some threshold observations about how certain 
fundamental tenets of active and passive investing need to be 
recast in an after-tax world. An expanded suite of options from 
the active-passive menu are identified for an ATI investor.

The final section of the paper examines an issue which is 
traditionally positioned as the prime differentiator between 
after-tax active and passive outcomes – turnover. The paper 
revisits the key learnings, addresses some misconceptions and 
draws conclusions about how the impact of tax can be overstated 
when comparing active and passive styles of investing.

Key concepts
We define ‘active’ and ‘passive’ investing consistent with their 
usage in the January 2010 Russell Research Paper (op. cit.). 
Passive investing refers to passively replicating a standard 
capitalisation-weighted index, while active investing refers to 
taking positions (security specific, sector level, country level, etc) 
which provide exposure to an investment return different from 
the index and modifying these positions from time to time4.

ATI is also a term we should define carefully. This paper uses 
‘ATI’ to refer to articulating investment targets on an after-tax 
(not pre-tax) basis and managing with the objective of meeting or 
exceeding these targets. It almost goes without saying that 
performance measurement includes the tax impact (negative or 
positive) and reports investment outcomes after tax, using actual 
tax data and assumptions which are appropriate given the tax 
profile of the investor base. The concept is holistic in that the 
opportunity set that can be exploited to improve after-tax returns 
spans both the ‘front office’ (e.g. portfolio construction, timing of 
trades, leveraging, emulation) and the ‘back (or middle) office’ 
(e.g. product design, tax lot selection, tax law elections). The 
emergence of propagation services in the Australian custody 
market5 – a ‘back office’ approach – expands this opportunity set.

This holistic concept of ATI should expose lesser forms which 
are often branded as ATI or in similar terms (e.g. tax aware, tax 
efficient) but lack a genuine commitment to moving from a pre-
tax to an after-tax investment focus. These approaches zeros in 
on one component of the ATI opportunity set – for example, 
franking credits or turnover minimisation – but ignore the wider 
opportunity set. Often, they do not provide an after-tax 
reporting feature but continue to set targets and measure 
outcomes on a pre-tax basis. 

We recommend asking two key questions of an investment 
manager to help determine whether the manager is offering true 
ATI or a ‘lite’ form:

1. What is the ATI opportunity set the manager’s process is 
designed to exploit? The broad ATI opportunity set covers 
opportunities relating to tax deferral/turnover management, 
loss harvesting and offsetting to shelter taxable gains, capital 
gains tax optimisation, harvesting franking credits (domestic 
equities), minimising withholding tax drag (international) 
and, in some cases, specific strategies to reduce the impact 
of taxes like GST and superannuation contributions tax. 
The narrower the opportunity set targeted by the manager, 
the more likely it is that the manager is offering ‘ATI-lite’.

2. Does the manager manage to and report on after-tax 
outcomes? Formal benchmarking and reporting measures 
which continue to be articulated in pre-tax terms suggest 
the manager is offering ‘ATI-lite’.

There may be merit in these forms of ‘ATI-lite’ – especially on 
a cost versus benefit basis – and our strong view is that they 
should be considered amongst a suite of options available to 
investors considering a transition to an after-tax investment 
focus. However, we hold an equally strong view that these 
approaches should not be promoted as comprehensive ATI 
solutions. Investors must be able to appreciate whether an ATI 
approach leaves value (unexplored opportunities) on the table 
and, if so, whether the compromise is appropriate.

Applying the Russell decision fRAmewoRK 
The Russell Research Paper paper (op. cit.) argues that active 
investing should be preferred to a passive approach where:

1. No readily replicable index is available;

2. The index is at odds with the investor’s objective;

3. The standard index is inefficiently constructed;

4. The investment environment favours active management; 
and/or

5. Skilled active managers can be identified.

The first three factors are concerned with how the investor 
should obtain exposure to a particular asset class or component 
of market return and whether an index provides the 
appropriate proxy. 

In the after-tax world, there arises a separate question of whether 
the investor should remain passive with respect to the tax 
management of this exposure or should graft on an active tax 
management function – that is, a separate active versus passive 
tax management choice. This question cannot be answered 
using this part of the framework. 

The reason is that the active-passive tax management choice is 
not about obtaining market/asset class exposure – it is concerned 
with a fundamentally different thing, which is how to manage 
tax leakage and exploit tax opportunities in whatever exposure 
is obtained.

In the decision framework, the investor’s perception of potential 
excess returns becomes relevant under factors 4 and 5 above. 
This is where an ATI perspective becomes relevant – essentially, 
it is for the investor to form a view on whether there is value in 
ATI (and whether it is best exploited in the front office) and, if 
so, whether there are managers in the Australian market with 
genuine active tax management skill. The type of tax skill sought 
will be one which integrates with the manager’s (pre-tax) 
investment management skill.

For the after-tax focused investor, then, the decision framework 
remains useful. Factors 1, 2 and 3 will guide the investor’s views 
on how best to obtain pre-tax exposure; factors 4 and 5 bring both 
pre-tax and tax skills and the market opportunity set into 
consideration. This elicits an investor’s position on four 
dimensions: passive pre-tax management, active pre-tax 
management, passive tax management and active tax management. 

What is noteworthy is the realisation that there are in fact four, 
not two, alternative approaches now available to investors:
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1. Passive investing with passive (no) tax management;

2. Passive investing with active (some) tax management;

3. Active investing with passive (no) tax management;

4. Active investing with active (some) tax management.

The investor could choose (or continue) to pursue an active or 
passive style of investing without consideration of tax (options 1 
and 3) or could integrate a tax-aware approach into either 
investment style (options 2 and 4). We have seen all four 
practices become available in the Australian market, although 
options 1 and 3 – the passive tax management styles – continue 
to dominate.

We acknowledge that the relationship between passive investing 
and active tax management in option 2 is, beyond certain limits, 
antilogous: there comes a point where tax management in 
pursuit of better after-tax outcomes entails material tracking 
error from the index portfolio (e.g. through delayed rebalancing 
to qualify trades for a tax concession under the 12 month capital 
gains tax discounting rules). Taken to the extreme, one might 
argue that the investment approach can no longer be described 
as passive investing. It is reasonable to expect that these limits 
would be honoured under an option 2 approach so that the tax 
management function could be pursued without undermining 
the investor’s conviction that portfolio exposure is best obtained 
through a passive index-tracking approach.

We now turn to the extra two questions which an ATI investor 
would ask under this framework:

l Does the investment environment favour an active tax 
management approach?

l Are there managers in Australia with tax (not just pre-tax 
investment) skill who can exploit an ATI focus?

The second question will be explored in the context of an issue 
which is fundamental to the active-passive debate: how an after-
tax focused investment manager (and investor) should approach 
the issue of turnover.

the nAtuRe of the mARKet … AfteR tAx
Traditionally, an investor approaching the active-passive choice 
begins by acknowledging the head start that the passive investing 
school of thought enjoys. The starting point for this reasoning 
lies with two fundamental investment tenets (which are related):

l Investment returns are a zero-sum game; and

l Returns on the average actively managed portfolio will 
equal the returns on the average passively managed 
portfolio6.

The hypothetical active investor is equally likely to exceed or 
fall short of the market (index or passive) return and the real-
world investor’s odds are worse – factoring in investment 
management fees and transaction costs – because active investing 
costs more than passive investing.

Adding an ATI perspective could, at first glance, further 
entrench the head start that passive investing enjoys. This 
perception reflects the success that some passive managers have 
had in reducing the ATI debate to a turnover issue. These 
managers argue that passive investing is innately more tax 
efficient because of its low turnover properties. 

We will examine the validity of these turnover arguments in a 
moment. An initial comment that we would make is that, 
technical merit aside, these arguments succeed because of their 
simplicity – in the more challenging world of ATI, a simple 
message can be seductive.

But there is a more fundamental point to be made: the zero-sum 
and equality tenets above are only true in a pre-tax sense; they 
do not hold in an after-tax sense. Though buyers and sellers do 
transact at the same trade prices (which is what makes the above 
tenets true in a pre-tax sense), the after-tax cost/benefit of these 
trades can differ between buyers and sellers because these traders 
can have different tax profiles. 

Taking the point to the extreme, if all sales in Australia were 
made by superannuation funds (taxed at 15 per cent) and all 
purchases made by stockbroking firms and individual traders 
taxed (say) at 30 per cent, trades would be a positive-sum (not 
zero sum) game after tax to the tune of 15 per cent.

The significance of this, in our view, is that an after-tax 
perspective erodes the head start the passive investment school 
has. There are obvious arbitrage opportunities in a market which 
provides positive-sum trading opportunities after tax which can 
only be exploited by active ATI strategies.

tuRnoveR And mAnAging the tAx bite
Low turnover versus higher turnover attributes provide a convenient 
divide between passive and active investing. Global equity indexes 
typically turn over 4-5 per cent per year7, with index-tracking 
strategies higher (some closer to 10 per cent) due to their ‘real life’ 
cash flow and liquidity management activities8. Their active 
counterparts can produce a wide range of turnover rates, both 
between different strategies and even within the same strategies 
across different years. For example, our internal research suggests 
that active ‘value’ strategies turn over more often than active 
‘growth’ strategies (due to the strict sell discipline once undervalued 
securities return to market value9); pure quant strategies tend to turn 
over more often than more qualitative approaches. 

These of course are broad generalisations. Other factors such as 
index changes, rebalancing practices and the product structure and 
stage in the product’s life cycle can also influence turnover. An 
active manager with turnover of 30 per cent per year would be 
regarded as ‘very low turnover’ in active terms. At the other end 
of the spectrum, it is not difficult to find active strategies turning 
over more than 100 per cent of their portfolios each year.

Turnover is the natural terrain for an after-tax exploration of the 
active-passive decision, as evidenced by a multitude of studies on 
how different turnover attributes of competing strategies affect 
after-tax investment outcomes10. It is a reasonably consistent 
conclusion from these studies that active investing tends to produce 
a higher tax hurdle to overcome in order to outperform passive 
investing on an after-tax basis. Low turnover creates a tax deferral 
benefit for the investor – the investor gets to reinvest the growth 
return of the portfolio pre-tax each year and reap the compounding 
benefits. An alternative expression of this is as an interest-free loan 
to the investor from the Australian Taxation Office (ATO) year on 
year until the portfolio is turned over, the (compounded) gains 
realised and the tax paid. For an investor transitioning to retirement, 
the value of low turnover could be markedly higher if realisation 
of the gains is deferred until the investor’s tax-exempt pension 
phase – in that case, the ATO never gets to collect on the debt.
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However, it is also relatively easy to show that tax tends to have 
the greatest impact when moving from a zero turnover (infinite 
holding period) to a low turnover environment, and less impact 
as turnover increases from low into the medium-high range. 
This is an often forgotten aspect of (among others) the Jeffrey 
and Arnott study on the issue (op. cit.), which mapped the 
impact of tax at increasingly higher turnover rates to show the 
diminishing marginal impact as shown in Figure 1.

In this model, moving from a zero-turnover to a passive (10 per 
cent turnover) environment erodes the after-tax value of the 
investment by 19 per cent, with the move from a passive 
environment to a low-active environment (25 per cent turnover) 
eroding a further 11 per cent. Moving from passive to (instead) 
a 50 per cent turnover environment would have eroded 19 per 
cent – coincidentally, the same ‘cost’ of moving from zero-
turnover to a more realistic 10 per cent turnover passive strategy.

The results apply similarly in the Australian context of nominal 
capital gains tax (CGT) rates of 15 – 46.5 per cent, with gains to 
eligible investors qualifying for a one-third or one-half tax 
reduction for assets held for over twelve months. The general 
consensus is that “increasing turnovers above 30 per cent implies 
relatively little change in tax efficiency, so long as short-term 
gains are not incurred. The major impact occurs in moving from 
a completely buy-and-hold strategy to an index strategy”11.

Two factors explain the diminishing marginal effect of taxes as 
turnover increases: 

1. Higher turnover strategies realise smaller gains upon trading 
(there is less opportunity for large gains to build up in the 
portfolio); 

2. Australia’s (and the US’s) tax laws create a ‘step change’ 
effect at the 12 month holding period mark as capital gains 
are taxed concessionally after this point. This is important 
because a move from a passive investment style to active 
investing is in typical cases a move – not from a zero to low 
turnover style, which creates most tax drag – but from a 
low to a medium or high turnover style where the tax drag 
can be more modest. 

This is a subtlety which is lost in the ‘lower turnover is better’ 
message. 

What does this tell us? Strictly speaking, to conclude that the 
biggest impact on after-tax returns is the move from infinite 
buy-and-hold to passive/low turnover may overstate things – if 
the comparison is with a move from passive to active, it depends 
on the turnover level of the active strategy. But two things seem 
clear: first, that sometimes the greatest tax cost will indeed reside 
in the move to passive, not the move from passive to active; 
second, turnover levels are less relevant once the investor is 
already in the active space; that is, choosing between alternative 
active strategies beyond the low turnover range.

Figure 1.  Effect of turnover on 20 year after-tax growth of $100

Source: Jeffrey and Arnott, op. cit.
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There are other reasons to be cautious about simplistic turnover 
messages. In ATI terms, there is a big difference between an 
active manager who turns over (say) 70 per cent of the entire 
portfolio and another which churns 70 per cent at the periphery 
of the portfolio, leaving a large core intact. 

In the former case, trades tend to realise taxable gains on both 
the ‘alpha’ and the ‘beta’ components of the whole portfolio 
each year. This subjects large gains to the short term CGT rate 
each year, meaning no deferral of tax and no tax concessions on 
the gains made. Comparatively, this strategy has much ground 
to make up against a passive strategy which provides both tax 
deferral and CGT concessions. But the gap to be bridged is not 
nearly so large for a different style of active manager who is able 
to build up a large core component of the portfolio, with high 
churn around the edges. 

This strategy can deliver good tax deferral benefits (as the alpha 
and beta gains on the core remain untaxed as they build up) and 
when the large core gains are eventually realised, they will be 
taxed concessionally at the long-term CGT rate. The CGT 
concession alone is worth 5 per cent of the gain in after-tax return 
terms for a superannuation investor and 23.25 per cent for a high 
net worth individual. The key message here is that there should 
always be two, not one, threshold turnover questions for an ATI 
investor: (1) what is the level of turnover on the strategy?; and (2) 
where in the portfolio does this turnover occur?

The possibility (probability) of loss years is something usually 
missing from turnover analyses. The reality is that a passive strategy’s 
low turnover attributes will not add value after tax where:

1. The portfolio is sustaining losses rather than gains; or

2. The portfolio has gains but the investor has tax losses from a 
prior year or elsewhere in a portfolio to shelter (offset) any 
taxable gains.

In both cases (all other things equal), having active management 
– higher turnover – will provide better after-tax outcomes 
than a passive style. Higher turnover is better if losses sit 
unrealised in a portfolio (scenario 1 above) because losses can 
only be used to offset taxable gains when they are realised. The 
trade can been described as purchasing a tax shelter option for 
the portfolio to offset gains made: making the trade to realise 
the losses creates an option of value, the option becomes ‘in 
the money’ as the portfolio (or another portfolio held by the 
investor) moves into a gain environment and the option is 
exercised when the gains are realised and losses used to offset 
the gain12. Higher turnover to realise gains is also better when 
the portfolio has carry forward tax losses to use up (scenario 2 
above). This is because tax losses are only carried forward at 
nominal value – they are not indexed – and therefore diminish 
in value in real terms over time. Further, value leaks from the 
losses when they offset long term (tax concessional) rather than 
short term (fully taxable) capital gains.

This is no mere theoretical exercise – the 2008 and 2009 GFC 
years fit the first of these scenarios; the current year and near term 
forward-looking prospects fit the second. The GFC’s legacy of 
accumulated tax losses is measured by the concept of a ‘Deferred 
Tax Asset’ (DTA), which estimates the value of accumulated tax 
losses which Australian superannuation funds and life companies 
must include in their accounts and unit prices13. 

It is no secret that many investors have had difficulties with 
DTA issues (valuation methodology, capping, write-offs and 

write-backs and the unitholder equity concerns these create). 
Our observation is that a lack of after-tax focus has compounded 
these difficulties in not recognising a tactical opportunity to 
choose a more active management style to reduce the size of 
DTAs and their attendant risks.

Adding the pooled fund dimension 
Choosing between active and passive pooled fund investments 
adds an extra dimension to this analysis. It is well known that 
pooled funds tend to build up gains over many years and pay a 
large distribution when the gain is finally realised (that is, the 
gain assets traded in the portfolio). The investors in the fund at 
the time of the trade are liable to tax on their share of the 
distribution even though, for many, the gain and tax liability 
relate mostly to a period before they invested in the fund. The 
spike in tax liabilities is offset by the fact that the investors will 
have a higher tax cost base for their units in the fund, so that 
when the investors redeem from the fund, they will have a 
lower CGT liability. But – clearly – this is a far from perfect 
offset: the investors pay tax on the large distribution up front but 
may not get the offsetting benefit of a lower CGT bill until 
many years later when the investors leave the fund.

For this reason, it is mandatory in the US for mutual funds to 
disclose the level of embedded (unrealised) taxable gains building 
up in the fund – what is called the “tax overhang”. One study of 
this environment has shown that regular turnover advantages 
active funds over passive funds because active funds do not allow 
investors to buy into large looming tax liabilities inside the fund 
in the order of magnitude that passive funds do14. Australia does 
not have disclosure on this issue, but the same issue exists – and 
awareness is growing. Faced with an active-passive pooled fund 
choice in Australia, an ATI investor – particularly one concerned 
with smoothing returns – may well favour active funds as a 
means of mitigating the risk of receiving a large taxable 
distribution going forward.

tuRnoveR in the expAnded Active-pAssive 
choice menu 
What do these observations mean for the ATI investor faced 
with the active-passive choice?

Foremost, the expanded choice menu (four choices, not two) 
highlights the limitations of the turnover studies to date. These 
studies are premised on there being only two choices available to 
the investor, both of which assume passive (no) tax management. 
We agree that these studies have made an important contribution 
to the debate, representing the first steps towards factoring tax 
impacts into the assessment of the relative merits of active versus 
passive investing. However, studies of this kind need to evolve 
in recognition that there are managers in Australia who can offer 
management of the tax consequences of the investment strategy 
rather than remaining passive with respect to tax. It is certainly 
useful for an investor to know whether, absent any tax 
management, an active strategy would outperform a passive 
strategy on an after-tax basis. It would be more useful still for the 
investor to know whether, if the strategy would struggle to 
outperform, the expectation of outperformance could be 
regained by the active manager undertaking to manage the tax 
outcome of the strategy as well.
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Option suite A – passive tax management 

Our short reprise of the turnover academic literature reminds us 
that if the investor’s starting point is low (rather than no) 
turnover passive investing, then a simple move towards active 
investing while remaining ignorant (passive) about turnover may 
not cost the investor as much in after-tax terms as commonly 
thought. Our comments about where the turnover occurs (core 
or periphery), the investor’s investment horizon (involving loss 
as well as gain years) and the investor’s concerns about buying 
into large embedded gains in a passive pooled fund could all 
allow the investor to conclude that tax is not a decisive factor in 
the active-passive choice.

For an investor who remains concerned about potential tax 
drag, the remaining options are available to supplement the 
active or passive investment approach with some kind of active 
tax management.

Option suite B – ‘ATI lite’

For an investor who remains concerned about the tax cost of a 
move to active investing, a keep turnover low investment 
mandate condition could be used. This provides the investment 
manager with the scope to pursue active returns (pre-tax) with a 
simple extra target of keeping turnover relatively low. The low 
turnover target could be expressed as a particular percentage 
limit, with the percentage being lower than the manager’s usual 
turnover and/or a rate regarded as ‘low’ for an active manager 
(say, 30-50 per cent). The percentage should express a one-way 
turnover measure (sales only) given that the aim of the turnover 
constraint is to reduce tax.

Given our observation that there is value in increasing turnover 
in loss or post-loss years, we would recommend that this 
turnover constraint be relaxed in loss and post-loss years.

Option suite C – active tax management 

To explicitly manage the tax impact of turnover, an ATI 
manager would have a number of strategies available, starting 
with tax lot selection. This is a simple ‘behind the scenes’ 
approach which configures the manager’s tax record-keeping 
system to select securities traded on the basis of a pre-defined tax 
outcome (e.g. highest tax cost or HIFO; longest held or FIFO; 
HIFO of securities held for over 12 months or modified HIFO). 

More advanced managers will apply this tactically; that is, to 
minimise gains and target CGT concessions in bull markets, to 
maximise losses and switch off the value of CGT concessions in 
bear markets and to maximise short-term gains (while excess 
realised losses remain) when markets begin to upturn. These 
approaches leave the investment strategy itself untouched and are 
therefore available to both passive and active investment managers.

Other strategies to manage turnover, available to both passive 
and active ATI managers, will impact the investing process itself. 
One example is loss harvesting, which goes beyond trading to 
realise losses (creating the tax shelter option discussed earlier) to 
include post-trade repurchases. This can be done when specific 
securities fall below cost price to step up tax cost bases which 
reduces embedded gains in the strategy. 

There are restrictions under Australia’s tax laws, but they are 
less explicit and more flexible than the US ‘wash sale’ rules. 
Given an active tax management (ATI) mandate, a manager 
could also manage the tax impact of turnover by timing trades 
to access the CGT concession – simpler forms of this involve a 
notional ‘lock up’ approach, being a simple ban on trading 
securities before the 12-month holding requirement has been 
satisfied; more sophisticated forms may use a derivatives 
overlay to short the (long) physical exposure, providing a way 
to reduce overall exposure to a target weight without giving 
up the CGT concession15.

Other strategies such as propagation or emulation could also be 
pursued as an alternative to some of the above ATI strategies.

conclusion
An after-tax perspective brings new considerations and new 
options to the active versus passive investing decision, but does 
not usurp the broad (pre-tax) decision framework. 

The Russell active-passive decision framework remains helpful, 
but expands to elicit an investor’s position on two fronts: the 
pre-tax (security, sector, asset class, country selection, etc) 
market opportunity and manager skill set as well as market 
arbitrage opportunities and manager skills relating to tax.

Messages about the tax impact of turnover are simplistic and 
seem to selectively draw on the academic literature. A key 
finding of the literature about where tax really bites on the 
active-passive spectrum needs more airplay. Just as importantly, 
investment management – at least, in Australia – has moved on 
from the fairly simple scenarios modeled in much of this 
literature. Going forward, valuable contributions can be made 
by exploring refinements to traditional turnover modeling, 
including distinguishing being different types of turnover 
profiles, modeling through a strategy lifecycle (including loss 
years) and examining the impact of investors buying into passive 
strategies with large embedded gains.

What is also clear is that it is no longer appropriate (if it ever was) 
to assume that investors must choose between the mutually 
exclusive alternatives of their active-passive investment 
philosophy and their desire for efficient tax outcomes. Future 
turnover analyses should recognise Australian investors’ reality: 

Table 1.  The expanded four-option choice menu presents the following choices to the ATI investor with respect to turnover

 Option suite A Option suite B Option suite C

Passive investing Ignore turnover  Manage turnover   
 (passive tax management)   (active tax management) 

Active investing  Ignore turnover Keep turnover low Manage turnover  
 (passive tax management)  (ATI lite) (active tax management)
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their active-passive decisions can now be made from a four-
option, not two-option, choice menu, which allows for the 
active management of the tax impact of active (or passive) 
investing. Potentially, these new options provide tools to 
completely manage – even negate – the tax impact of turnover, 
whether the investor’s preference is active or passive investing. 
There is both truth and promise in this new landscape: The truth 
is that investors can get a much more customised solution to 
meet their investment concerns. The promise? That investors 
may now be able to get the best of both worlds. l

notes
1  “Effect of tax on superannuation fund investment returns”, ASFA Background 

Paper, April 2008.

2  FTSE ASFA Australia Index Series – Tax-Adjusted Indices – see www.ftse.com/
australia for details.

3  Super System Review Final Report 2010, recommendation 4.8. Also see governance 
recommendations 2.1(g)(vi) and 3.4 aimed at compelling superannuation trustees to 
consider tax when formulating and assessing investment strategies.

4  We acknowledge that active-passive no longer represents a simple dichotomy, 
however an exploration of the different variants is beyond the scope of this paper.

5  Propagation combines the tax records of multiple portfolios held by a single investor 
into one investor-level record. When an asset is traded, regardless of which portfolio 
held the asset, propagation will search the wider investor-level tax records and 
attribute to the trade the security which provides the best tax outcome (e.g. longest 
held, minimum embedded gain security, etc). Capital gains and losses are allocated 
on an optimal basis to reduce the overall capital gains tax liability of the investor. For 
a recent article, see “NAB and DST pass on better tax parceling”, Investment and 
Technology 3 August 2010.

6  William F Sharpe, “The Arithmetic of Active Management”, The Financial Analysts’ 
Journal Vol 47, No.1, January/February 1991.

7  The average annual turnover between 2000-2008 of the S&P500, Russell 3000 and 
MSCI World indexes respectively were 4.56 per cent, 3.72 per cent and 4.87 per 
cent (source: SSgA Capital Insights Research Paper, “The Fundamentals of Equity 
Passive Investing – Benchmarks and Rebalancing” 2009).

8  We use one way turnover measures – sales but not purchases – consistent with the 
Financial Services Council (formerly IFSA) Guidance Note No.5 definition of 
turnover. Using a sales-only turnover measure is more appropriate for tax analyses 
because sales, but not purchases, are taxable events for investors. When analysing 
and comparing turnover attributes, it is important to clarify whether the manager of 
the strategy is citing a one-way or two-way turnover measure.

9  However, contrast the findings of Faugere, Shawky and Smith (2005) which in a 
limited US non-mutual fund study found that growth funds turned over their 
portfolios 1.7 times more often than value funds.

10  See for example the seminal study, Jeffrey and Arnott, “Is Your Alpha Big Enough to 
Cover Its Taxes? The Active Management Dichotomy”, Journal of Portfolio 
Management, Spring 1993.

11  “Tax-effective strategies – impact of turnover” by Justin Wood, Investor Daily, 9 
April 2007.

12  See Stein and Narasimhan, “Of Passive and Active Equity Portfolios in the Presence 
of Taxes”, Journal of Private Portfolio Management, Fall 1999. One interesting 
outcome of this option characterisation of loss harvesting is that the option is of 
more value in an active investment setting because capital gains are more volatile.

13  The size of DTAs in the not-for-profit superannuation sector alone was estimated in 
2009 to be as much as $9-$13 billion (source: AIST Treasury Submission, February 
2009).

14  Bergstressor and Poterba, “Do After-Tax Returns Affect Mutual Fund Inflows?”, 
NBER Working Paper, March 2000.

15  Australia’s tax laws limit the ability to short positions without jeopardising access to 
franking credits (the ‘delta rule’) but there are no such limits in the CGT rules.
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