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   Praise for the first edition of The Incredible Shrinking Alpha

   If you think you can beat the market, you need to read this wise book. Swedroe and Berkin show that whatever superior investment performance you may achieve is fully accounted for by the risks you are taking with your money and even risk compensation may be shrinking as well. But there are things you can do, and the authors suggest a number of sensible strategies to improve investment results.

   —Burton Malkiel, author of A Random Walk Down Wall Street

   In this short but powerful book, Swedroe and Berkin have advanced the debate on active v. passive to a new level. Their discussion of how alpha (beating the market) has steadily morphed into beta (achieving market returns) is the best description I’ve read of this process yet. No polemics here, just a data-centered exposition of the issues—the longtime trademark of Larry Swedroe.

   —Edward Wolfe, Professor Emeritus of Finance, Western Kentucky University

   Swedroe and Berkin roll up their sleeves and dig into decades of research to help us better understand how markets work. The result is a clear and concise synthesis of how investing can indeed be a “winner’s game.” Read, study and apply their approach.

   —Tobias Moskowitz, Fama Family Professor of Finance, University of Chicago Booth School of Business, and Managing Director, AQR Capital Management

   Swedroe and Berkin provide a concise treatment of the research passive and active investors (both individual and institutional and also financial advisors) need to become more successful. This treatment also appeals to college finance students seeking to gain a better understanding of passive versus active investing, along with “the correct answers.” The authors enable investors seeking to “generate real alpha” to understand that passive investing is increasingly the correct approach, while active investing is just the opposite.

   —John Haslem, Professor Emeritus of Finance, University of Maryland, Robert H. Smith School of Business, and editor/author of Mutual Funds: Portfolio Structures, Analysis, Management, And Stewardship

   Based on decades of research and my personal experiences, I too gave up the quest for alpha long ago. I hold an endowed chair in investments and am a member of The Wall Street Journal Experts panel. Yet, I do not own a single individual stock or corporate bond. Rather, I invest in low-cost passive mutual funds and ETFs. Swedroe and Berkin demonstrate how this strategy can be used to achieve a prudent, globally diversified portfolio. Their book could well end up saving you a lot of money—your money—and giving you a lot of free time.

   —William Reichenstein, Investment Professor at Baylor University

   Ever wonder why your actively managed funds almost invariably disappoint you? Piece by piece, the authors peel back the claims that active managers can add value in a system where it gets harder and harder to generate Alpha. In a world where academic research uncovers the true sources of return and markets relentlessly become more efficient, what’s an investor to do? Go passive! Swedroe is the master of explaining financial research in terms that every reader can easily understand. Read and improve your financial acumen.

   —Francis Armstrong III, author of The Informed Investor and Investment Strategies For The 21st Century

  


   
   Praise for the second edition of The Incredible Shrinking Alpha

   For over half a century, academics and practitioners have debated the very nature of markets. Berkin and Swedroe guide us through this labyrinth of literature to reach one clear conclusion: what once was opaque, expensive alpha is now transparent, low-cost beta. Providing a framework for how and where to put that knowledge into action—and how investors can avoid playing the “loser’s game”—is where this book really shines.

   —Corey Hoffstein, Co-founder & CIO, Newfound Research

   Berkin and Swedroe knock it out of the park with The Incredible Shrinking Alpha. The authors provide an incredibly thorough and balanced summary of the research on the challenges faced by active asset management. I learned a lot from this book and I think you will too. Read it.

   —Wesley R. Gray PhD, CEO of Alpha Architect, and co-author of Quantitative Value and Quantitative Momentum

   Over the last decade investors have benefitted from abandoning active stock pickers in droves. Packed with brand new studies brought to life by helpful anecdotes, this book promises to turbo-charge the trend.

   —Adam Butler, CEO, CIO of ReSolve Asset Management

   Swedroe and Berkin have done a remarkable job in absorbing academic finance research and disseminating its key insights to a broad audience. Their core message that passive investing is beneficial for a vast majority of investors is supported by a large body of evidence-based scientific research. Swedroe and Berkin’s writings are informative, insightful, and fun to read. I highly recommend this book.

   —Lu Zhang, The John W. Galbreath Chair, Professor of Finance, The Ohio State University, Fisher College of Business

   Want to outperform the average active manager? Reduce costs and be tax efficient? And stay disciplined in your investments? Then read this book—and join the huge wave moving to evidence-based, systematic investing. Swedroe and Berkin have masterfully combined academic and practitioner insights, relatable anecdotes, with clear actions that will make a big difference in your portfolio.

   —Andrew Ang, Head of Factor Investing at BlackRock and former Professor of Finance at Columbia Business School

   There is overwhelming evidence showing traditional active management is a losing strategy, but the allure of alpha still attracts investors of all kinds. Berkin and Swedroe clearly and succinctly describe why the pursuit of alpha is unlikely to help you achieve your goals and offer strategies to improve the likelihood of success.

   —Peter Lazaroff, CIO of Plancorp and author of Making Money Simple
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   Foreword by Gus Sauter

   Here we go again. Every January you can turn on your favorite financial news channel and watch an endless parade of active managers claiming that the environment is ripe for active management. Far from being apologetic about their previous shortfalls, they are confident (in the parlance of behavioral finance, perhaps overconfident) that they were right and the market was wrong. But the tables have turned and active management will once again outperform indexes and better serve investors. Once again???

   This, despite the fact that year after year active managers, as a whole, have lagged the returns of simple benchmarks and the index funds that track them. The excuses for last year’s underperformance vary, and they get recycled every year. … The markets have been highly correlated, which made it very difficult for active managers to add value. But those correlations are subsiding, and going forward active managers will outperform. … Unlike last year, when everything went up, this year will be more difficult and investors will need active managers to ‘pick’ their way through the minefield.

   And now, as I write this, the country, and indeed the world, are in the grips of the coronavirus COVID-19, in response to which the active managers’ drumbeat gets louder. … Many companies will either declare bankruptcy or be so impaired by the forced economic downturn that their stocks will dramatically underperform for years. Active managers will avoid those stocks, while index funds and other systematic funds will be dragged down by owning them. As one active manager appearing on TV this week put it: “this is the death knell for indexing.”

   But hold on. Larry Swedroe and Andrew Berkin have teamed up once again with this new edition of The Incredible Shrinking Alpha. No stranger to publishing, Larry has written more than a dozen books for individual and institutional investors. In addition to co-authoring two books with Larry, Andrew has written numerous articles in major institutional investor publications, including the prestigious Journal of Portfolio Management, The Journal of Investing, and Financial Analysts Journal.

   In The Incredible Shrinking Alpha, Swedroe and Berkin provide the antidote for the active managers’ siren song. They describe Bill Sharpe’s The Arithmetic of Active Management, which concludes that a majority of active managers are doomed to underperform objectively determined, systematic benchmarks of the market. But they also explain that the situation for active management is much more dire than Bill Sharpe predicted. Even for the most talented portfolio managers, their ability to add value is waning because the amount of alpha available is literally declining and it must be split among an increasing amount of investment capital.

   Swedroe and Berkin cite numerous academic studies that support their analysis. They maintain the reader’s interest throughout with many interesting sports analogies using the NBA, Major League Baseball and tennis. They even compare investing to the games of chess and poker. And who doesn’t like a good story about Fimbulvetr? I won’t spoil the mystery about that one.

   If you understand the benefits of indexing, or systematic investing, you will enjoy this book because it will reinforce your commitment to a proven investment methodology and it will also increase your depth of knowledge about why this approach is the winner’s game. If you still don’t believe in systematic investing, The Incredible Shrinking Alpha provides an extremely compelling case that you’re playing what Charley Ellis described in his seminal book, Winning the Loser’s Game, as the loser’s game of active management. If you’re an active manager, you must read this book to be forewarned about the growing difficulty you’ll face in your career.

   Also, be sure to read the appendices. They’re not typical appendices that you just simply brush by. They are loaded with interesting short investment topics that many investors have asked me about over the years, like “The performance of active managers in bear markets,” and “Should investors prefer dividend-paying stocks?”

   As Swedroe and Berkin point out, employing a systematic/indexing investment approach can be implemented in a reasonable amount of time, freeing you up to live your life.

   George U. “Gus” Sauter

   Vanguard’s first Chief Investment Officer (retired)

   Preface

   Five years have passed since the original edition of The Incredible Shrinking Alpha was published in 2015. In that edition we made a strong, and we believe compelling, case against the use of active management strategies. We hope that the book contributed in at least some small way to the fact that over the last five years there has been a dramatic shift in assets away from active management. That shift has transferred billions of dollars in cost savings away from investment management firms into the wallets of investors. It has also resulted in superior returns for investors—through lower management fees, reduced costs resulting from fund turnover, and improved tax efficiency.

   Since the publication of the first edition, there has also been a significant amount of additional evidence demonstrating that avoiding playing the game of active management is the prudent strategy, the one most likely to allow you to achieve your goals. In other words, while we had already made a strong case, the hurdles facing active managers in their quest to outperform appropriate risk-adjusted benchmarks have been persistently increasing. As one example, the cost of implementing passively managed strategies has moved close to zero, with the Fidelity Total Market Index Fund (FSKAX) having an expense ratio of just 0.015 percent. With the case being even more compelling than it was in 2015, we felt it important to update the book, presenting new research findings and new facts.

   We have also added a new chapter showing the findings from academic research which provide us with the explanations for why so many of today’s investors continue to ignore the case against active strategies. 

   In addition, we wanted to address suggestions readers offered for improving the book. Thus, we have added new sections which include specific recommendations on how you can use the knowledge about the incredible shrinking alpha to work for you, including specific actions we recommend and funds that you should consider when constructing your portfolio. We also added new appendices addressing important topics such as whether you should prefer dividend-paying stocks, and whether professional investors are prone to the same behavioral errors as individual investors. And, finally, we have provided a glossary for those not as familiar with technical terms.

   Before we take you on our guided tour of the land of the incredible shrinking alpha, we have written a new introduction, which presents the state of the active versus passive debate, including the persistent attacks on passive management by Wall Street and the financial media, and expose their claims as nothing more than myths. 

   Since there is some debate about exactly what is meant by passively managed, with some considering only index funds to be passively managed, our definition includes funds whose construction rules are evidence-based (as opposed to being based on opinions), transparent, and implemented in a systematic, replicable way. Thus, from here forward we will use the terms systematically managed funds or structured funds, as well as the more common term of passively managed funds. 

   Your guided tour

   We begin our journey through the land of the incredible shrinking alpha by examining how academics have been converting alpha into beta through academic research that has led to the development of what are called asset pricing models—a model for determining the required or expected rate of return on an asset. That discussion begins with the development of the first formal asset pricing model, the CAPM (capital asset pricing model), and continues with the subsequent development of models with even more explanatory power. This conversion of alpha is the first reason why alpha has been shrinking.

   We then move to discussions on three more reasons for the incredible shrinking alpha: (1) how the pool of victims that can be exploited in the quest for alpha has been shrinking, reducing the sources of alpha; (2) how the increasing level of skills in the industry has intensified competition, making it harder to achieve alpha, and making it more difficult for even legendary investors such as Warren Buffett and the Sequoia Fund to succeed; and (3) how the increasing supply of capital chasing alpha means that there is less alpha to go around for each dollar chasing it—provoking the question: Has the market become overgrazed?

   Having walked you through the four main themes of why alpha is becoming persistently scarcer, we turn our attention to the question of whether the publication of the academic research on factors (the sources of what was once alpha), such as the value factor, has led to the market being overgrazed, and the historical premiums (higher returns) related to those factors disappearing. We then move on to answering the question of why so many investors continue to ignore the evidence on the poor performance of actively managed funds and continue to play the loser’s game. 

   Having answered that question, we discuss what you can and should do with the information we have provided on the incredible shrinking alpha. We provide five key recommendations: (1) develop a plan that focuses on what risks to take and how much of them; (2) since markets are efficient, all risk assets should have similar risk-adjusted returns, so investors should diversify across as many unique sources of risk that meet the criteria we have established for investing (persistence, pervasiveness, robustness, implementability, and intuitive explanation for why the premiums should persist); (3) invest in well-designed structured portfolios that minimize the negatives of pure indexing; (4) keep costs low—meaning invest in funds that are not necessarily the lowest cost, but provide the most exposure to the traits (factors) you want at the least cost per unit of exposure (risk); and (5) stay disciplined, adhering to your well-thought-out plan while also monitoring the plan, adapting it to changes in life circumstances that alter your ability, willingness and need to take risk, as well as to new innovations in financial theory. 

   In the final chapter we focus on the asset allocation decision-making process. Our goal is to provide you with help in how you should think about the issue of how much to allocate to each of the different sources of risk you decide to include in your portfolio. We then provide guidance on the care and maintenance of your portfolio. We also provide a list of vehicles that Larry’s firm recommends be considered when implementing the plan.

   Finally, we conclude with several appendices on topics we believe will make you a more informed and, therefore, better investor.

   In the references section at the end of the book, you can find bibliographic information for the books and articles cited in the footnotes.

   Introduction: The Active Versus Passive Debate 

   Today’s investors are faced with deciding between two competing theories as to which investment strategy is most likely to produce the best results. Historically, the conventional wisdom has been that markets are inefficient—smart people, through diligent efforts, can uncover which stocks the market has mispriced as being under- or overvalued. This is called the art of stock selection. Smart people can also time the market, getting in ahead of the bull emerging into the arena, and out ahead of the bear emerging from hibernation. This is called the art of market timing. Together they make up the art of active management, the objective of which is to deliver outperformance, or alpha.

   It’s important to understand that alpha doesn’t mean higher returns. Instead, alpha is outperformance against appropriate risk-adjusted benchmarks. For example, if you invest in risky stocks and outperform riskless one-month Treasury bills, that is not alpha. That’s being rewarded for taking more risk. Similarly, if you invest in junk bonds and outperform similar maturity Treasury bonds, that isn’t alpha. Again, that’s being rewarded for taking more risk—in this case credit risk. In other words, before declaring that alpha has been generated, you need to be sure the benchmark to which you are comparing performance is an apples-to-apples one in terms of risk. 

   The other theory of investment strategy starts with the hypothesis that markets are efficient. As French mathematician Louis Bachelier noted about 100 years ago: “Clearly the price considered most likely by the market is the true current price: if the market judged otherwise, it would not quote this price, but another price higher or lower.” Thus, by efficient we mean that the price of a security is the best estimate of the correct price—otherwise the market would trade at a different price. If markets are efficient, after accounting for the expenses of the effort, attempts to outperform appropriate risk-adjusted benchmarks are highly unlikely to prove productive. 

   On the other hand, if the markets are inefficient, we should see evidence of the persistent ability to outperform appropriate risk-adjusted benchmarks. And that persistence should be greater than randomly expected.1 That is determined by examining whether the evidence is statistically significant. 

   In 1998, Charles Ellis wrote what has become an investment classic, Winning the Loser’s Game (in 2017, the seventh edition was published). Ellis presented compelling evidence that led him to conclude that active management was a “loser’s game.” At the time, even before considering taxes, only about 20 percent of actively managed funds were outperforming on a risk-adjusted basis. Since for taxable investors the greatest cost of active management is generally not the fund’s expense ratio, or even its trading costs, but the taxes generated by their typically high turnover, the percentage outperforming on an after-tax basis was far less. 

   Evidence, such as that presented by Ellis, has led to a dramatic shift in how investors allocate assets. A January 2018 Federal Reserve Bank of Boston study, “The Shift from Active to Passive Investing: Potential Risks to Financial Stability?” by Anadu et al. found that passive funds made up 45 percent of the assets under management in equity funds and 26 percent of bond funds, at the end of 2017, whereas both shares were less than five percent in 2005. That’s an amazing change over such a short period. 

   A loser’s game

   What did Ellis mean by loser’s game? He did not mean that the people engaging in active management are losers. Instead, he meant that while it is possible to win the game of active management, the odds of doing so are so poor that, just like at the slot machines, roulette wheels, and craps tables in Las Vegas casinos, the surest way to win a loser’s game is to choose to not play. In other words, investors should avoid active strategies, instead choosing what are referred to as “passively managed” (structured) investments. 

   Unfortunately, there is much debate about exactly what is meant by passively managed. For example, while most people consider index funds as passively managed vehicles, the popular S&P 500 Index is not simply made up of the 500 largest stocks. Instead, its constituents are actively chosen by a committee, as are the stocks within the S&P 400 Index (mid-cap stocks) and the S&P 600 Index (small-cap stocks). Thus, while the Russell Indexes would be considered passive by any definition—they simply rank stocks by their market capitalization—since the stocks within the S&P Indices are chosen by a committee, one could consider the S&P Indices as active.

   Thus, to simplify the issue, we prefer that in order for a fund to be considered passively managed it must first define the universe of stocks (and securities in general) that are eligible for purchase (such as the smallest 5 percent of stocks, or the 30 percent of stocks with the lowest price-to-earnings ratio) and then systematically buy all of them in a replicable manner, such as market cap weighting (e.g., the largest stock in the S&P 5002 could be 5 percent of the total value of the Index) or equal weighting. In other words, there is no individual security selection or market timing. However, we are careful to add that we would still consider a fund to be passively managed if, in order to minimize trading costs and avoid the forced trading index funds must engage in around reconstitution dates, it engaged in patient trading strategies (such as using algorithmic programs to minimize trading costs). We call funds with these characteristics (their fund construction rules are systematic, replicable, and transparent) “structured” portfolios. 

   A good example of a passively managed, structured portfolio is the Bridgeway Blue Chip Fund (BRLIX) which buys and holds an equal-weighted portfolio of the 35 largest stocks, using cash flows and dividends to rebalance. There is no index of the 35 largest stocks equally weighted, but the fund is clearly managed in a passive manner, with no individual security selection or market timing occurring. 

   In this expanded and updated edition of 2015’s The Incredible Shrinking Alpha, we will present the evidence demonstrating that while in 1998 just 20 percent of active managers were generating statistically significant alpha on a pre-tax basis, the percentage doing so has been persistently declining. It’s becoming even more of a loser’s game. We’ll discuss four major themes, explaining why generating alpha is becoming ever more difficult. Briefly, the four themes are:

    
    	Academics have been busy converting what was once alpha into beta. By beta we mean exposure to a common trait, or characteristic of a stock such as a low market capitalization (small stocks), low price-to-earnings ratio (a value stock), or high profitability. Such characteristics are commonly called factors. A factor is a numerical characteristic or set of characteristics common across a broad set of securities. Beta is cheap because you can create an index (or other structured) fund that buys all the stocks with that same trait. You don’t need to pay the high fees of active managers to identify which will perform the best among the group of stocks with that trait. As you will see, the search for sources of alpha has ultimately led to there being fewer of them. 

    	The pool of victims has been shrinking. While investing is not a zero-sum game (because there is an equity risk premium, the higher returns earned by stocks over a risk-free asset), outperforming is—if one investor outperforms because they overweighted Google, another must have underweighted the stock. In other words, to generate alpha you need a pool of victims that can be exploited. The research shows that retail investors are in aggregate the proverbial suckers at the poker table being exploited by more sophisticated institutional investors. In their 1999 paper “The Courage of Misguided Convictions,” Brad Barber and Terrance Odean demonstrated that the stocks individuals buy on average go on to underperform, and the stocks they sell on average go on to outperform. The reverse is true for institutional investors on the other side of those trades. However, the percentage of stocks owned directly by individuals has collapsed. The result is that there are just not enough victims left to exploit. Since about 90 percent of all trading is done by institutional investors, the vast majority of the time when an institutional investor is buying a stock, another institutional investor is selling. In terms of whether the stock goes on to outperform the market, both cannot be on the right side of that trade.3 And both have costs. In addition, since many of the investors with poor experience with active investing have dropped out, it seems highly likely that they were the ones with less skill. That leads us to the third theme.

    	The competition is getting tougher. As you will learn, today’s active managers are more highly skilled than their predecessors. However, in zero-sum games like chess, poker, or active management (active management is a zero-sum game before expenses), it’s the relative level of skill that matters, not the absolute level of skill. Consider this analogy. Roger Federer is perhaps the greatest tennis player of all time. When he has played in a major tournament, he has never lost a first-round match, despite the fact that he was playing against someone who was among the best 100 or so players in the world. However, as he progressed through each round of a tournament, the odds of his losing increased. And when he reached the finals, he has lost 35 percent of the time as of the end of 2019 (11/31). His odds of winning decreased, not because the quality of his play deteriorated, but because the skill level of the competition increased. It became harder for him to generate the equivalent of alpha. 

    	The amount of dollars chasing alpha has increased dramatically. For example, the amount of money invested in hedge funds has increased 10-fold, to more than $3 trillion, since Ellis published his book. When you combine a shrinking pool of sources of alpha, and shrinking pool of victims, with an increasing supply of funds chasing alpha, the amount of alpha left to go around has been persistently falling. 

   

   While we believe that both the evidence, and the logic, are compelling, there’s another important issue of which you should be aware—there’s a conflict of interest with Wall Street and the financial media on one side and you the investor on the other.

   Wall Street hates indexing

   The active investment management community has been attacking indexing—and passive investing in general—for decades. The reason is obvious: their profits (and for many firms, their very survival) are at stake. The attacks began almost from the moment John Bogle started the First Index Investment Trust (later renamed the Vanguard 500 Index Fund) on December 31, 1975. At the time, competitors uniformly derided it, even calling it “un-American” and “Bogle’s folly.” Now-retired Fidelity Investments Chairman Edward Johnson was quoted as saying he couldn’t “believe that the great mass of investors are going to be satisfied with receiving just average returns.” One of the great ironies is that Fidelity is now one of the leading providers of index funds. It was also the first fund family to offer a zero-expense-ratio index-based exchange traded fund (ETF).

   The criticism of passive investing reached an absurd level in March 2016, when a team at Sanford C. Bernstein & Co. called it “worse than Marxism.” The authors of the note wrote: “A supposedly capitalist economy where the only investment is passive is worse than either a centrally planned economy or an economy with active market led capital management.” Has the team that wrote that ever been to North Korea or Cuba?

   Another attack on passive investing was launched in a January 2020 article for Advisor Perspectives by Michael Lebowitz, founding partner of 720 Global and partner at Real Investment Advice. Lebowitz declared: “Value investing is an active management strategy that considers company fundamentals and the valuation of securities to acquire that which is undervalued,” while “passive strategies are speculation, not investing.” Let’s consider an alternative viewpoint. 

   Our view is that Lebowitz has this backward, as the evidence will show. Active strategies are engaged in the speculation (a bet) that the market, in its collective wisdom, has somehow mispriced securities; in particular, the market has left value stocks underpriced. Let’s see why that doesn’t seem to be a logical conclusion. 

   Consider first that it is much easier for sophisticated arbitrageurs to correct undervaluation than overvaluation. The reason is that if sophisticated institutional investors/arbitrageurs thought stock A trading at 50 was worth 60, that would already be the price. Such investors don’t sit on their hands watching the screen and let bargains go by. They would buy the stock, sending its price higher until it reached 60. On the other hand, if stock A is trading at 50 and the sophisticated investors thought it was only worth 40, that’s harder to correct because the investor must “short” the stock (borrow the stock they don’t own and then sell it, driving down the price) to correct the mispricing and benefit from it. And the risks and costs of shorting create what are referred to as “limits to arbitrage”: 

    
    	Many institutional investors (such as pension plans, endowments and mutual funds) are prohibited by their charters from taking short positions. 

    	The cost of borrowing a stock in order to short it can be expensive, and there can also be a limited supply of stocks available to borrow for the purpose of shorting. This can be especially true for small growth stocks.

    	Investors are unwilling to accept the risks of shorting because of the potential for unlimited losses. 

    	Short sellers run the risk that their borrowed securities are recalled before the strategy pays off. They also run the risk that the strategy performs poorly in the short run, triggering an early liquidation. 

   

   Taken together, these factors suggest that investors may be unwilling to trade against the overvaluation of securities, allowing overvaluation to persist more than underpricing. 

   Thus, we see that overvaluation is more likely to persist than the undervaluation of the value stocks Lebowitz is speculating on. That said, we now can turn to the evidence to determine if Lebowitz is right about active value investors. 

   The S&P Dow Jones Mid-Year 2019 SPIVA (active versus passive) Scorecard shows that over the 15-year period ending June 2019, even before considering the impact of taxes, 80 percent of actively managed U.S. large value funds underperformed their benchmark.4 Even worse is that in the supposedly less efficient asset class of small-cap stocks, 87 percent of actively managed small value funds underperformed their respective benchmarks. Of course, after taxes the figures would be much higher because taxes are typically the highest cost of active management, greater than the trading costs and expense ratios of the funds.

   Whose interests do they have at heart? 

   As American novelist Upton Sinclair wrote, “It is difficult to get a man to understand something, when his salary depends on his not understanding it.” The tidal wave that is the trend to indexing, and passive investing in general, has certainly created what could be called an existential threat to the active management industry. Which explains why Wall Street has always railed against it.

   Decades of evidence demonstrate both that active management is a loser’s game and that no one has yet to find a way to identify, in advance, which of the very small percentage of active managers will outperform in the future. We will present evidence demonstrating that not even the large pension plans, with their highly paid consultants, have been able to accomplish that objective. Thus, it’s a certainty that both Wall Street and the financial media know that active management, overall, is a loser’s game for investors. However, because it is the winner’s game for them, they preach the virtues of active management. 

   Wall Street needs you to believe active management is the winner’s game so you will pay their high fees. The media needs you to believe because otherwise you would not need to “tune in” to hear the latest prognostications from so-called gurus. Yet, with all that is known about the poor results of active security selection, why do so many investors still buy high-cost mutual funds and churn their portfolios?

   Gregory Baer and Gary Gensler, authors of The Great Mutual Fund Trap, provided the following insight: “The answer is simple: because they are told to do so, every day, explicitly or implicitly, by the financial media and their advertisers.” We would add that the average investor believes the financial fairy tales told by Wall Street and the financial media because the education system has totally failed them. Despite the important role that knowledge of investing can play in determining which strategy you will employ, and thus the likelihood of a successful outcome, unless you happen to earn an MBA in finance, it’s highly likely you have not taken even a single course in capital markets theory. 

   Jonathan Clements, at the time a columnist for The Wall Street Journal, understood that Wall Street and much of the financial media are engaged in a “propaganda war” in which they are trying to pull the wool over your eyes. Here’s what he had to say in his column of September 15, 2003:

   “Santa Claus and the Easter Bunny should take a few pointers from the mutual fund industry [and its fund managers]. All three are trying to pull off elaborate hoaxes. But while Santa and the bunny suffer the derision of eight-year-olds everywhere, actively managed stock funds still have an ardent following among otherwise clear-thinking adults. This continued loyalty amazes me. Reams of statistics prove that most of the industry’s stock pickers fail to beat the market.”

   We hope you find insightful as well as humorous, the following sampling from Larry’s collection of admissions of guilt—the rare moments when the awful truth about Wall Street and so much of the financial media slips out.

   By day we write about “Six Funds to Buy NOW?” By night, we invest in sensible index funds. Unfortunately, pro-index fund stories don’t sell magazines.—Anonymous writer, Fortune, April 26, 1999

   You make more money selling the advice than following it.—Steve Forbes, excerpt from presentation at The Anderson School, University of California, Los Angeles, April 15, 2003

   Pundits can’t predict the future to save their lives, but when it comes to explaining the past, nobody does it better.—Caroline Baum, “Punditry Is Always and Everywhere the Same,” Bloomberg, February 23, 2000

   If picking stocks is a random walk down Wall Street, as Princeton economist Burton Malkiel famously put it, then picking mutual funds is an obstacle course through Hell’s Kitchen.—Robert Barker, BusinessWeek.com, December 17, 2001

   Yet even the smartest, most determined fund picker can’t escape a host of nasty surprises. Next time you’re tempted to buy anything other than an index fund, remember this—and think again.—Robert Barker, BusinessWeek.com, December 17, 2001

   Why do brokers exist? Why is there a whole industry devoted to helping individual investors pick out stocks when every jot of financial wisdom in the past 50 years, including Nobel prize-winning work, suggests that this is a mug’s game?—Holman Jenkins Jr., member of the editorial board, The Wall Street Journal, November 27, 2002

   Bogle [of the Vanguard group of funds] wins: Index funds should be the core of most portfolios today.—Tyler Mathisen, executive editor, Money, August 1995

   Despite volumes of research attesting to the meaninglessness of past returns, most investors (and personal finance magazines) seek tomorrow’s winners among yesterday’s. Forget it. … skepticism about past returns is crucial. The truth is, as much as you may wish you could know which funds will be hot, you can’t—and neither can the legions of advisers and publications that claim they can. That’s why building a portfolio around index funds isn’t really settling for average (or a little better). It’s just refusing to believe in magic.—Bethany McLean, “The Skeptic’s Guide to Mutual Funds,” Fortune, March 15, 1999

   Let’s say it clearly: No one knows where the market is going—experts or novices, soothsayers or astrologers. That’s the simple truth.—Fortune, May 12, 1997

   God made global strategists so that weathermen would look good.—Barton Biggs, director of global strategy, Morgan Stanley, Fortune, December 23, 1996

   I’m the lousiest market timer in the history of the world.—Charles Clough, Chief Market Strategist, Merrill Lynch, The Wall Street Journal, October 29, 1997

   Few managers consistently outperform the S&P 500. Thus, in the eyes of the plan sponsor, its plan is paying an excessive amount of the upside to the manager while still bearing substantial risk that its investments will achieve sub-par returns.—Goldman Sachs, Financial Analysts Journal, July/August 1996

   The problem with macro [economic] forecasting is that no one can do it.—Michael Evans, founder of Chase Econometrics, Industry Week, April 20, 1992

   [Investors] think of the so-called professionals as having all the advantages. That is total crap. They’d be better off in an index fund.—Peter Lynch, Barron’s, April 2, 1990

   The S&P 500 is a wonderful thing to put your money in. If somebody said, “I’ve got a fund here with a really low cost, that’s tax efficient, with a 15-to-20-year record of beating almost everybody,” why wouldn’t you own it?—Bill Miller, Portfolio Manager, Legg Mason Value Trust, Wizards of Wall Street, Kirk Kazanjian

   I have personally tried to invest money, my client’s and my own, in every single anomaly and predictive result that academics have dreamed up. And I have yet to make a nickel on any of these supposed market inefficiencies. An inefficiency ought to be an exploitable opportunity. If there’s nothing investors can exploit in a systematic way, time in and time out, then it’s very hard to say that information is not being properly incorporated into stock prices. Real money investment strategies don’t produce the results that academic papers say they should.—Richard Roll, financial economist and principal of the portfolio management firm, Roll and Ross Asset Management, The Wall Street Journal, December 28, 2000

   For professional investors like myself, a sense of humor is essential. We are very aware that we are competing not only against the market averages but also against one another. It’s an intense rivalry. We are each claiming that, “The stocks in my fund today will perform better than what you own in your fund.” That implies we think we can predict the future, which is the occupation of charlatans. If you believe you or anyone else has a system that can predict the future of the stock market, the joke is on you.—Ralph Wanger, former manager of the Acorn Fund, A Zebra in Lion Country

   It’s just not true that you can’t beat the market. Every year about one-third of the fund managers do it. Of course, each year it is a different group.—Wall Street advisor, Robert Stovall

   And finally, here’s what the American Law Institute has to say about which strategy is more prudent in its Prudent Investor Rule:

    
    	Economic evidence shows that the major capital markets of this country are highly efficient, in the sense that available information is rapidly digested and reflected in market prices. 

    	Fiduciaries and other investors are confronted with potent evidence that the application of expertise, investigation, and diligence in efforts to “beat the market” ordinarily promises little or no payoff, or even a negative payoff after taking account of research and transaction costs. 

    	Empirical research supporting the theory of efficient markets reveals that in such markets skilled professionals have rarely been able to identify underpriced securities with any regularity. 

    	Evidence shows that there is little correlation between fund managers’ earlier successes and their ability to produce above-market returns in subsequent periods. 

   

   The bottom line is that the evidence and logic made the ultimate success of index and other structured funds virtually inevitable. It was simply a matter of time. 

   Inevitability

   In his December 2003 column, “Also Stalking the Fund Industry: Obsolescence,” Holman Jenkins Jr. of The Wall Street Journal made the following observations: 

   “Will fund customers keep supporting the enormous overhead required to sustain ineffectual, unproductive stock picking across an array of thousands of individual funds devoted to every ‘investing’ style and economic sector or regional subgroup that some marketing idiot can dream up? Not likely. A brutal shakeout is coming and one of its revelations will be that stock picking is a grossly overrated piece of the puzzle, that cost control is what distinguishes a competitive firm from an uncompetitive one.” 

   David Swensen, Chief Investment Officer of the Yale Endowment Fund, offered the following insight: “Thievery, even when dressed in the cloak of SEC-approved governance, remains thievery ... as the powerful financial services industry exploits vulnerable individual investors.” When challenged by The Wall Street Journal that his conclusions were “pretty harsh,” Swensen replied, “The evidence is there.”

   Our journey begins

   As mentioned in the preface, we’ll begin our journey through the land of the incredible shrinking alpha by examining how academics have been converting alpha into beta through academic research that has led to the development of what are called asset pricing models—a model for determining the required or expected rate of return on an asset. 

   

    
     
      Knowledgeable readers may note the Grossman-Stiglitz paradox. This states that since it costs money to gather the information needed to exploit anomalies and beat the market, if markets were perfectly efficient then no one would take the time and expense to try. But, if no one is exploiting anomalies, then how can the market become efficient? The result is that markets cannot be completely efficient. We are fine with some anomalies or alpha opportunities existing, but we will show that these opportunities are fewer than before and being exploited by so many more sophisticated investors that our arguments still hold. This is especially true after expenses that investors pay, such as trading costs and management fees. Alpha is shrinking, but not zero, and that is sufficient for our argument.

    

     
      Technically both S&P and Russell use float weighting, which adjusts market cap by the shares available to trade, removing from consideration shares held by insiders for example. We note this detail both to be precise as well as to counter purists who might argue only cap weighted indexes are truly passive.

    

     
      Investors trade for a variety of reasons besides seeking higher returns, such as for risk control or cash flows. But for active managers a large number of their trades are for return purposes, so the point still holds.

    

     
      Benchmarks are based on cap weighting while active management tends to have a size tilt (own a higher percentage of small-cap stocks than the benchmark index). Thus, the relative success of active management will depend on how well the size factor performs. This relates to the issue of whether the investor is getting alpha or beta, which we will discuss in the first chapter.
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   Chapter 1: The Quest For The Holy Grail: What Was Once Alpha Becomes Beta

   According to legend, the Holy Grail was the dish, plate or cup used by Jesus at the Last Supper. It was believed to possess miraculous powers. Legend has it that the Grail was sent to somewhere in what is now Great Britain, where several guardians keep it safe. The search for the Grail is an important part of the legend of King Arthur and his court.

   The financial equivalent of the quest for the Holy Grail is the quest for money managers who will deliver alpha, defined as returns above the appropriate risk-adjusted benchmark. For the vast majority of investors, the quest for alpha has been a frustrating one, marked by far more failures than successes. Larry’s 2011 book, The Quest for Alpha: The Holy Grail of Investing, presented the evidence on the failures of most individual investors, mutual funds, pension plans, hedge funds and venture capitalists to generate alpha over the long run. Unfortunately, as we hope to demonstrate, for those still engaged in that quest, the hurdles to achieving alpha are getting higher and higher—the already low odds of success are persistently shrinking.

   We’ll begin our story with a discussion of the history of asset 
pricing models and the important role they play in the quest for alpha.

   Asset pricing models

   Building on the work of Harry Markowitz, the trio of John Lintner, William Sharpe and Jack Treynor are generally given most of the credit for introducing the first formal asset pricing model, the Capital Asset Pricing Model (CAPM). It was developed in the early 1960s.

   The CAPM provided the first precise definition of risk and how it drives expected returns. Asset pricing models such as the CAPM allow us to understand whether an active manager who outperforms the market has generated alpha, or whether that outperformance could be explained by exposure to some factor. 

   This is an important issue because active managers charge relatively high fees for the “promise” of alpha. If their outperformance can be explained by exposure to one or more factors—also often referred to as beta, or loading, on the factor—there was no actual outperformance, or alpha, on a risk-adjusted basis. If that is the case, the high fees charged by active managers can no longer be justified. 

   Exposure to various factors can be obtained in a less expensive way through lower-cost vehicles, such as index mutual funds and exchange-traded funds (ETFs). In other words, if an active manager’s above-market performance was due to loading on certain factors, investors paid a high price for alpha but actually received beta. And that exposure can be obtained more cheaply.

   The CAPM: A one-factor model

   The CAPM looks at risk and return through a “one-factor” lens—the risk and the return of a portfolio are determined only by its exposure to market beta. This beta is the measure of the equity-type risk of a stock, mutual fund or portfolio relative to the risk of the overall market. The CAPM was the financial world’s operating model for about 30 years. However, like all models, it was by definition flawed. 

   Models are not like cameras that provide a perfect picture of the world. If models were perfectly correct, they would be laws, like we have in physics. Instead, models are engines that advance our understanding of how markets work and prices are set. Over time, anomalies that violated the CAPM began to surface.

   In 1981, Rolf Banz’s “The Relationship Between Return and Market Value of Common Stocks” found that market beta doesn’t fully explain the higher average return of small stocks. In 1983, Sanjoy Basu found that the positive relationship between earnings yield (E/P) and average return is left unexplained by market beta. And in 1985, Barr Rosenburg, Kenneth Reid and Ronald Lanstein found a positive relationship between average stock returns and book-to-market ratio (B/M) in their paper, “Persuasive Evidence of Market Inefficiency.” The last two studies provided evidence that, in addition to a size premium, there also was a value premium.

   The Fama-French three-factor model 

   The 1992 paper “The Cross-Section of Expected Stock Returns,” by Eugene Fama and Kenneth French, basically summarized and explained these anomalies in one place. The essential conclusion from the paper was that the CAPM explained only about two-thirds of the differences in returns of diversified portfolios, and that a better model could be built using more than just the one factor. Fama and French proposed that along with the market factor of beta, exposure to the factors of size and value explain the cross-section of expected stock returns (how average returns vary). Thus, there were three factors in the Fama-French model.

   The Fama-French model greatly improved upon the explanatory power of the CAPM, accounting for more than 90 percent of the differences in returns between diversified portfolios. From 1927 through 2018, the annual average premiums were:

    
    	
Beta—defined as the average return of the total U.S. stock market minus the return of one-month Treasury bills: 8.3 percent

    	
Size—defined as the average return of the smaller half of stocks minus the average return of the larger half: 3.2 percent

    	
Value—defined as the average return of the highest 30 percent of stocks as ranked by B/M minus the average return of the lowest 30 percent: 4.7 percent

   

   Prior to the development of the three-factor model, actively managed funds could produce higher returns than a benchmark, such as the Russell 2000 Index or the S&P 500 Index, by “tilting” their portfolio to either small stocks or value stocks, thus giving them more exposure to the size and value factors than the benchmark index. The fund would then claim that its outperformance was, in fact, alpha. Today, regression analysis would show that their outperformance was simply the result of a greater exposure to certain factors. In effect, what once was alpha had now become beta, or what is referred to as loading on a factor, which could be purchased in a less expensive way.

   With the inclusion of the value premium the three-factor model went a long way toward explaining the superior performance of the superstar investors from the value school of Benjamin Graham and David Dodd. The anomaly these investors presented became less as alpha transformed into beta (loading on factors). Of course, this shouldn’t detract from how we should view the ingenuity of their work. After all, they employed these strategies before factors were added to the model. However, we aren’t yet done in shrinking alpha.

   Adding momentum—the four-factor model

   In 1997, Mark Carhart’s study “On Persistence in Mutual Fund Performance,” was the first to use momentum, together with the Fama-French factors, to explain mutual fund returns. Momentum was initially published by Jegadeesh and Titman in 1993 (who called it relative strength) and here is defined as the last 12 months of returns, excluding the most recent month. The momentum factor is the average return of the top 30 percent of stocks minus the average return of the bottom 30 percent as ranked by this measure. This new momentum factor made another significant contribution to the explanatory power of the model. For the period from 1927 through 2018, the annual average return to the momentum factor was 9.2 percent.

   Since 1998, the four-factor model has been the standard tool used to analyze and explain the performance of investment managers and investment strategies. And once again, alpha had become beta—or loading on a factor—as the way to explain returns. Again, it is important to remember that this doesn’t take away anything from the active managers who were exploiting the momentum factor before academics added it to the model.

   A recent contribution to the model, and one that helps further explain Warren Buffett’s superior performance, is from Robert Novy-Marx. His 2013 paper, “The Other Side of Value: The Gross Profitability Premium,” provided investors with new insights into the cross-section of stock returns. Novy-Marx found that profitable firms generate significantly higher returns than unprofitable ones, despite having significantly higher valuation ratios.

   Controlling for profitability, here defined as revenues minus cost of goods sold divided by assets, increases the performance of value strategies, particularly when value is defined by book-to-market. The most profitable firms have earned average annual returns that are 3.7 percent per year higher than the least profitable firms. This idea has been extended to a quality factor, which captures a broader set of quality characteristics. In particular, high-quality stocks that are profitable, stable, growing and have a high payout ratio outperform low-quality stocks with the opposite characteristics. And once again, alpha has become beta.

   Still, there remain anomalies that these factor models cannot explain. Kewei Hou, Chen Xue, and Lu Zhang, authors of the September 2012 study, “Digesting Anomalies: An Investment Approach,” proposed a new four-factor model (market beta, size, investment and profitability) that went a long way to explaining many of the anomalies. An updated version appeared in the Review of Financial Studies in 2015.

   The authors defined their investment factor as the difference between the return on a portfolio of low investment-to-assets stocks and the return on a portfolio of high investment-to-assets stocks. They defined investment as the growth in assets. They explain:

   “Intuitively, investment predicts returns because given expected cash flows, high costs of capital imply low net present values of new capital and low investment, and low costs of capital imply high net present values of new capital and high investment.”

   They noted that the investment factor is highly correlated (0.69) with the value premium, suggesting that this factor plays a similar role to that of the value factor. The investment factor earned a highly significant average return of 0.45 percent per month.

   Because of its ability to eliminate many anomalies, this new four-factor model, which the authors named the q-factor model, may offer a compelling alternative to the Fama-French-Carhart four-factor model as the workhorse asset pricing model. In fact, in a 2015 paper, Fama and French incorporated the investment factor and a profitability factor (dropping momentum) into their own five-factor model. Then, in their 2018 paper “Choosing Factors” they added momentum as well.

   As the “Digesting Anomalies” study shows, research on the 
definition, characteristics and interplay between factors continues to evolve. For some of these factors, such as size and value, investment companies offer a number of strategies explicitly delivering this exposure. For other factors, firms are adjusting their portfolio construction rules in order to increase exposure. With greater understanding and greater adoption, we see that alpha is continuing to become beta. The result is that the available pool of potential sources of alpha keeps shrinking. The best demonstration of how alpha becomes beta can be found in the study “Buffett’s Alpha.”

   Explaining Buffett’s alpha

   The conventional wisdom has always been that Warren Buffett’s success can be explained by his stock-picking skills and his discipline—his ability to keep his head while others are losing theirs. However, Andrea Frazzini, David Kabiller and Lasse H. Pedersen, authors of the 2013 study “Buffett’s Alpha,” which appeared in the Financial Analysts Journal in 2018, provide us some interesting and unconventional answers. The authors found that, in addition to benefiting from the use of cheap leverage provided by Berkshire’s insurance operations, Warren Buffett bought stocks that are safe, cheap, high-quality and large. 

   High-quality companies have the following traits: low earnings volatility, high margins, high asset turnover (indicating efficiency), low financial leverage (low debt to equity ratio), low operating leverage (indicating a strong balance sheet and low macroeconomic risk) and low specific stock risk (volatility unexplained by macroeconomic activity). Companies with these characteristics have historically provided higher returns, especially in down markets.

   The most interesting finding in the study was that stocks with these characteristics tend to perform well in general, not just the stocks with these characteristics that Buffett buys. In other words, it is Warren Buffett’s strategy, or exposure to factors, that explains his success, not his stock-picking skills. Andrea Frazzini and Lasse H. Pedersen, the authors of the 2014 study “Betting Against Beta,” found that once all the factors—market beta, size, value, momentum, betting against beta, quality and leverage—are accounted for, a large part of Buffett’s performance is explained, and his alpha is statistically insignificant.5

   Again, it is important to understand that this finding doesn’t detract in any way from Warren Buffett’s performance. After all, it took decades for modern financial theory to catch up with him and discover his “secret sauce.” And being the first, or among the first, to discover a strategy that beats the market is what will buy you that yacht.

   With that said, the findings do provide insight into why Warren Buffett was so successful. His genius appears to be in recognizing long ago that these factors work. He applied leverage without ever resorting to a fire sale and stuck to his principles. Buffett himself stated in Berkshire’s 1994 annual report: “Ben Graham taught me 45 years ago that in investing it is not necessary to do extraordinary things to get extraordinary results.”

   Bond investing

   We now turn our attention to the world of bonds. Just as we have factor models for stocks, we have them for bonds as well. There are two factors that explain the vast majority of the differences in returns among bond portfolios: term risk (also referred to as duration) and default risk (credit).

   From 1926 through 2019, the annual average term premium was 2.4 percent and the annual average default premium was just 0.3 percent. These factors are referred to as risk factors, and have earned premium returns as compensation for the incremental risks of their purchase. Note though that historically, taking credit risk has not been well rewarded, especially after costs (the premium of 0.3 percent is before implementation costs). Thus, actively managed bond funds could expect to outperform their benchmark, such as the Barclay’s Aggregate Bond Index, by tilting their portfolios to achieve more exposure to these factors. And when the funds outperformed, they would claim alpha. With the two-factor bond model, we can now determine whether returns are truly alpha, or simply exposure to the factors. And, as is the case with equity factors, exposure to bond factors can be achieved through low-cost, structured vehicles.

   

   The bottom line is that the factor models not only have advanced our understanding of what drives the risks and expected returns of portfolios, but also enable us to separate alpha from beta. That, in turn, allows you to avoid paying the high fees of active management for delivering beta.

   There is another important insight that we need to cover. Doing so allows us to relate one of our favorite stories.

   The twenty dollar bill

   There is an old story about a financial economist who also happened to be a passionate defender of the efficient markets hypothesis (EMH). He was walking down the street with a friend. The friend stops and says: “Look, there is a $20 bill on the ground.” The economist turns and says: “Can’t be. If there was a $20 bill on the ground, somebody already would have picked it up.” 

   This joke is told by those who believe that the markets are inefficient, and that investors can outperform it by exploiting mispricings. The market equivalent of finding that $20 bill is finding an undervalued security such a stock or bond. However, the comparison to the EMH in this joke is actually misleading. The following version is a much better one.

   A financial economist, and passionate defender of the EMH, was walking down the street with a friend. The friend stops and says: “Look, there is a $20 bill on the ground.” The economist turns and says: “Boy, this must be our lucky day! Better pick that up quickly because the market is so efficient it won’t be there for long. Finding a $20 bill lying around happens so infrequently that it would be foolish to spend our time searching for more of them. Certainly, after assigning a value to the time spent in the effort, an ‘investment’ in trying to find money lying on the street just waiting to be picked up would be a poor one. I am certainly not aware of anyone who has achieved wealth by ‘mining’ beaches with metal detectors or scouring sidewalks.” When he had finished, they both looked down and the $20 bill was gone!

   There is also what might be called “The Hollywood Version” of this story. A financial economist, and passionate defender of the EMH, was walking down the street with a friend. The friend stops and says: “Look, there is a $20 bill on the ground.” The economist turns and says: “Can’t be. If there was a $20 bill on the ground somebody already would have picked it up.” The friend bends down and picks up the $20 bill and dashes off. He then decides that this is an easy way to make a living. He abandons his job and begins to search the world for $20 bills lying on the ground, just waiting there to be picked up. A year later, the economist is walking down the same street and sees his long-lost friend lying on the sidewalk wearing torn and filthy clothing. Appalled to see the disheveled state into which his friend had sunk, the economist rushes over to find out what had happened. The friend tells him that, after his first bit of good luck, he never again found another $20 bill.

   Those that tell the first version of the story fail to understand that an efficient market doesn’t mean that there cannot be a $20 bill lying around. Instead, it means that because it is so unlikely you will find one, it does not pay to go looking for them. The costs of the effort are likely to exceed the benefits. More importantly, if it became known that there were lots of $20 bills to be found in a certain area, everyone would be there competing to find them. That popularity reduces the likelihood of achieving an appropriate “return on investment.”

   The analogy to the EMH is in the fact that it is not impossible to uncover an anomaly (that $20 bill lying on the ground) that can be exploited (buying a stock or other security that is somehow undervalued by the market). Instead, one of the fundamental tenets of the EMH is that in a competitive financial environment, successful trading strategies self-destruct because they are self-limiting. When they are discovered, they are eliminated by the very act of exploiting the strategy, as investors buying the undervalued asset and selling the overvalued one cause prices to rapidly converge. In fact, as we have been discussing, that is exactly how the “science of investing” advances. While active investors used to be able to claim alpha by loading up on small, value, momentum and quality stocks, they can no longer do so. It’s possible that true stock picking skill can be arbitraged away as the technique becomes well known and more people start using it. It’s also possible that what could once be considered stock picking skill can transform into nothing more than exposure to certain common factors.

   In their 1996 paper, “The Efficient Market Theory Thrives on Criticism,” economics professors Dwight Lee and James Verbrugge of the University of Georgia explained the power of the efficient market theory in the following manner:

   “The efficient market theory is practically alone among theories in that it becomes more powerful when people discover serious inconsistencies between it and the real world. If a clear efficient market anomaly is discovered, the behavior (or lack of behavior) that gives rise to it will tend to be eliminated by competition among investors for higher returns. [For example,] if stock prices are found to follow predictable seasonal patterns unrelated to financially relevant considerations, this knowledge will elicit responses that have the effect of eliminating the very patterns they were designed to exploit. The implication here is rather striking. The more empirical flaws that are discovered in the efficient market theory, the more robust the theory becomes. [In effect,] those who do the most to ensure that the efficient market theory remains fundamental to our understanding of financial economics are not its intellectual defenders, but those mounting the most serious empirical assault against it.”

   We now turn our attention to another important issue related to that incredibly shrinking alpha. Alpha is a zero-sum game, meaning that for some investors to generate alpha, they must exploit the mistakes of others.6

   

    
     
      An article by John Alberg and Michael Seckler questioned some of these conclusions, noting, for example, that Buffett looked at different value metrics than B/M, avoided leverage and didn’t even have the insurance part of the business until later years. These are valid points, and we are firm believers in using other value metrics such as price relative to earnings and cash flow. But the main point that Buffett uses certain factors still holds, regardless of specific definitions.

    

     
      Technically speaking, this need not strictly be true. Investors may sell an asset for tax purposes, diversification, or risk control, or to raise cash for spending such as in retirement. All these are situations where investors might not care about being on the winning side of a trade, and they are discussed further in Chapter 5. But these tend to be a small percentage of the total trades and so don’t materially affect the outcome. As the amount of trades by institutional investors has grown dominant over the years, the zero-sum statement is both broadly true and matched by observed results.
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   Chapter 2: The Pool Of Victims Is Shrinking

   In his famous 1991 paper, “The Arithmetic of Active Management,” Nobel Prize winner William Sharpe explained that before costs active management is a zero-sum game, and after costs it is a negative-sum game. He writes: “Properly measured, the average actively managed dollar must underperform the average passively managed dollar, net of costs. Empirical analyses that appear to refute this principle are guilty of improper measurement.” 

   In other words, for active managers to be successful they must have victims that they can exploit. Who exactly are these victims?

   The evidence is that the victims are likely to be individual investors. The research has found that, in aggregate, individual investors around the globe underperform standard benchmarks, such as low-cost index funds, even before costs or taxes. When they trade, they are exploited by institutional investors. And while there is a wide dispersion of results among individual investors, even the best traders have a hard time covering costs. Interestingly, research by Brad Barber and Terrance Odean (1999) has found that not all underperformance can be attributed to the excessive trading done by individual investors. As we discussed earlier, on average, individual investors exhibit perverse security selection abilities—they buy stocks that go on to earn sub-par returns and sell stocks that go on to earn above-average returns.

   Since alpha is a zero-sum game, if there are losers, even before costs, there must be winners. Who are the winners? The winners are institutional investors, such as actively managed mutual funds. The research shows that on a gross return basis, active fund managers are able to generate alpha, exploiting the bad behavior of individual investors. For example, Jonathan Berk and Jules van Binsbergen, authors of the 2015 study “Measuring Skill in the Mutual Fund Industry,” found that the average mutual fund has added value7 by extracting about $2 million per year from financial markets, and that the value added is persistent for as long as 10 years. Berk and van Binsbergen concluded: “It is hard to reconcile our findings with anything other than the existence of money management skill.”

   The 2000 study, “Mutual Fund Performance: An Empirical Decomposition into Stock-Picking Talent, Style, Transactions Costs, and Expenses” by Russ Wermers, provides further evidence of stock-picking skill. Wermers found that on a risk-adjusted basis, the stocks active managers selected outperformed their benchmark by 0.7 percent per year. However, investors earn net, not gross, returns. The research finds that their total expenses—not just the fund’s expense ratio, but trading costs as well— more than eroded the benefits derived from their stock-selection skills, leaving investors with net negative alphas. What economists call the “economic rent” is going to the scarce resource (the ability to generate alpha) not to the plentiful resource (investor capital). That occurs just as economic theory predicts it should. But while active institutional investors have been able to exploit the bad behavior of individual investors, the fund sponsors have been the winners, not investors in the funds.

   The trend is not the friend of active investors 

   Making matters worse is that there are trends working against active investors. As Robert Stambaugh points out in his 2014 study, “Investment Noise and Trends,” there has been a substantial downward trend in the fraction of U.S. equity owned directly by individuals. In other words, the pool of victims to exploit is shrinking.

   Stambaugh noted that at the end of World War II, households directly held more than 90 percent of U.S. corporate equity. By 1980, U.S. corporate equity directly held by households had fallen to 48 percent. By 2008, it had dropped to around 20 percent. The financial crisis certainly did nothing to alter the trend.

   Even within the institutional space, the availability of victims to exploit is shrinking. Thirty years ago, almost all mutual funds were actively managed. But that has been changing at a rapid pace. For example, according to Morningstar, in 2018 investors pulled a massive $301 billion from active funds, just shy of 2016’s $320 billion. Conversely, passive funds collected an even more impressive $458 billion, though this lagged 2017’s record $663 billion. Entering 2018, active funds had market share of 63.2 percent versus 36.8 percent for passive funds. By year-end 2018, actively managed funds’ market share had shrunk to 61.2 percent versus 38.8 percent for passive vehicles.

   One logical explanation for the rapid decrease in the active share of the institutional market is that institutional investors are more likely to be aware of the academic literature demonstrating just how difficult a game active management is to win. Another possible explanation is that they are also aware that the pool of victims available to exploit is rapidly shrinking, raising the hurdles for successful active management.

   Making matters worse is that while the pool of victims has been shrinking, the competition seeking to exploit pricing mistakes has increased dramatically. According to Statista, at the end of 2018 there were almost 9,600 mutual funds in the U.S., about two-and-a-half times the number of stocks, and 18 times more than there were in 1979. Today, the number of U.S. equity funds is roughly comparable to the number of U.S. stocks. The increased competition for a limited amount of alpha reduces the ability of any given fund to outperform.

   The increased competition isn’t coming just from actively managed mutual funds. Over the course of the decade ending in 2019, the amount of capital invested in hedge funds increased from about $1 trillion to more than $3 trillion. And with institutional investors now doing as much as 90 percent of the daily trading, who exactly are the victims these sophisticated investors are going to exploit in their quest for alpha? As we mentioned earlier, in the zero-sum game (negative-sum after costs) that institutional investors are playing, the other side of the trade is highly likely to be another institutional investor—and only one of the two can be on the right side of a transaction.

   We now turn to examining the results of a study on how the rise of passive investing is actually contributing to market efficiency, making it more difficult to generate alpha. 

   The rise of passive investing contributes to market efficiency

   Darius Palia and Stanislav Sokolinski, authors of the February 2019 study “Passive Asset Management, Securities Lending, and Asset Prices,” provides us with an interesting, and perhaps counterintuitive, finding regarding the impact of passive investing on market efficiency. They investigated the impact of the increase in passive investing on securities lending, which plays an important role in market efficiency—the cost of borrowing securities limits the ability of arbitrageurs to correct mispricings. 

   The cost of borrowing a stock to short it can be expensive. There also can be a limited supply of stocks available to borrow for the purpose of shorting (this can be especially true for small, growth stocks). In addition, short sellers run the risk that their borrowed securities are recalled before the strategy pays off. If passive investors increased the supply, the price of borrowing might fall, reducing the limits to arbitrage and allowing markets to be more efficient. The study covered the period 2007 through 2017. The following is a summary of their findings:

    
    	Passive funds participate more aggressively in stock lending programs than active funds and other non-mutual fund lenders—lending shares to arbitrageurs (such as hedge funds) who are seeking to short the stock. Securities lending is an important source of revenues for passive funds and in some cases may now offset their fees completely, especially in small-cap funds.

    	Stocks with high levels of passive ownership exhibit greater supply of lendable shares, which results in larger short positions, lower lending fees and longer durations of security loans. The effects are both statistically and economically meaningful. For example, a one standard deviation increase in passive ownership is associated with a half-standard deviation increase in lending supply. And moving from the 25th percentile to the 75th percentile of passive ownership results in 27 basis points8 lower lending fees.

    	The effect of passive investors on security lending is significantly larger than the effect of other lenders, such as actively managed funds and other institutional asset managers. 

    	By limiting short sale constraints, stocks with more passive ownership exhibit lower cross serial correlations with negative market returns and less negative skewness in stock returns—price discovery conditional on negative information is faster for constrained stocks when passive ownership is higher.

   

   The bottom line is that the shift to passive investing has generated a significantly greater supply of lendable stock, resulting in larger aggregate short positions, lower lending fees and longer security loan durations. The result is that short sale constraints that allow mispricings to persist are relaxed—stocks can be borrowed more easily, at lower prices, and for longer time periods. By their actions, passive investors are making the market more efficient. 

   Palia and Sokolinski concluded: “By making short selling possible, passive investors can complement the information acquisition efforts of active investors who are willing to short sell stocks. As a consequence, markets can exhibit faster price discovery by incorporating negative information into stock prices.” They add that their “results cast doubt on the idea that passive investing only reduces the amount of information incorporated in prices and generates price inefficiencies. In fact, the relaxation of short sale constraints leads to more information being embedded in securities prices.”

   The good news 

   While the news on the ability to generate alpha is not heartening, for individual investors who recognize that active management is what Charles Ellis called a loser’s game, the trends are all favorable.

   If you are one of these individual investors, you are likely benefiting from the intense competition between providers of structured funds. As mentioned in the introduction, by structured we mean funds that have portfolio construction rules that are based on evidence (not opinions), are transparent, and are implemented in a systematic manner. Competition from the many providers of exchange-traded funds (ETFs), with their lower costs, has been driving expense ratios persistently lower. There are now many index products with fees in the low single digits. As mentioned earlier, the Fidelity Total Market Index Fund has an expense ratio of just 0.015 percent. 

   This incredibly shrinking alpha is a positive development for investors because these factors can now be accessed without incurring the high costs of actively managed mutual funds, the much higher costs of hedge funds, or the risk of style drift that comes with active strategies. Instead, they can now be accessed through low-cost strategies (such as index funds and ETFs) that can be considered to fall within a broad definition of passive, or structured, strategies.

   Having access to lower-cost, structured portfolios that capture or harvest return premiums means that a shrinking alpha doesn’t necessarily have to suggest lower returns, just lower costs for investors seeking exposure to these strategies. Investors benefit from being able to diversify their portfolios across more lowly correlated sources of returns without the high costs that can more than offset the benefits.

   For example, investors now have access to low-cost, structured funds that not only provide exposure to small-cap stocks and value stocks, but to the momentum factor as well, through such funds as: MTUM, the iShares Edge MSCI USA Momentum Factor ETF; QMOM, the Alpha Architect US Quantitative Momentum ETF; and DWAS, the Invesco DWA SmallCap Momentum ETF. There are also low-cost, structured funds that provide investors access to strategies that were once considered the sole realm of hedge funds, such as commodities, the carry trade, shifting maturity with bonds, low-beta stocks, low liquidity stocks, and merger and convertible bond arbitrage. In fact, the Vanguard Alternatives Strategy Fund (VASFX) combines many of these strategies in one fund and has an adjusted expense ratio9 of just 0.33 percent. That fund also includes exposure to another typical “hedge fund strategy” called merger arbitrage. Arbitrageurs buy the target company and sell short the acquiring company capture a systematic risk premium.

   The preceding examples are all strategies that have provided positive long-term returns while also exhibiting low correlation with more traditional stock and bond investments. And you no longer need to employ a hedge fund, and pay 2/20 (2% of assets and 20% of returns), to incorporate any of these strategies into an investment plan. What’s more, you certainly don’t need to hire what David Swensen (Yale’s chief investment officer) called a cancer on the institutional fund world: a fund of hedge funds (and pay an additional 1/10).

   Regarding these strategies, we do offer the following words of caution. Often investment strategies appear appealing on paper, but once implementation costs are considered, the real-world returns don’t look as good. This is especially true of those that have high turnover (such as momentum strategies). Thus, it’s important to be sure that the fund manager you employ to implement the strategy has strong skills in terms of fund construction rules and in terms of controlling trading costs and operational risks.

   A vicious circle

   The trend to lower expenses is making passive investing even more of a winner’s game. And that is contributing to a vicious circle for active investors—lower costs are helping drive more investors to become passive, shrinking the pool of victims that can be exploited and raising the hurdles for the generation of alpha. 

   There is another insight that we can draw from the trend of a shrinking pool of victims who can be exploited—the shrinking pool of victims contributes to the competition for alpha becoming tougher.

   

    
     
      The Grossman-Stiglitz paradox argues that markets cannot be perfectly efficient as investors require compensation for their research efforts, which in turn drive the market towards greater efficiency. The finding here is consistent with that view. The question is: How much of that benefit goes to fund managers versus fund investors? We address this in the next paragraph.
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   Chapter 3: The Competition Is Getting Tougher

   As we have discussed, there has been a strong and persistent trend for more than two decades now of investors abandoning active strategies in favor of passive ones. It is likely that those abandoning active management in favor of passive strategies are investors who have had poor experiences with active investing. Thus, it seems logical to conclude that the remaining players are likely to be the ones with the most skill. After all, if an investor’s outperformance was based on good luck, that good luck will eventually disappear and they will abandon the game. As less-skilled investors abandon active strategies, the level of competition among the remaining participants will increase. The following example from game theory helps explain why the level of competition is likely to continue to increase, persistently raising the hurdles for successful active management.

   Game theory and investing 

   Imagine the following scenario: You are an NBA player. The league is holding a free-throw shooting contest open to all players. Each participating player will take 100 shots, receiving $1,000 for each shot made. You are given a choice to play or not play the game. If you don’t play, you will get paid based on the average score of all the players who decide to participate. The best free-throw shooter in the league shoots about 90 percent, the average player shoots just 73 percent and you shoot 83 percent. Should you compete or accept the average score of those who participate? 

   Since you shoot an above-average percentage, it seems like you should play. However, the fact that you are above average is irrelevant because all those with a below-average shooting percentage should choose not to play. Anticipating this occurrence, even those with above-average scores should decide not to play. Logically, only the player with the best percentage should choose to play, and everyone now has an expected return of $90,000.

   What does this scenario have to do with investing? As we have discussed, it seems likely that those abandoning active management in favor of passive strategies will be investors who have had poor experiences with active investing. As less-skilled investors abandon active strategies, the level of competition among the remaining players will increase.

   The paradox of skill

   What so many people fail to comprehend is that in many forms of competition, such as chess, poker or investing, it is the relative level of skill that plays the more important role in determining outcomes, not the absolute level. What is referred to as the “paradox of skill” means that even as skill level rises, luck can become more important in determining outcomes if the level of competition is also rising.

   Charles Ellis noted in a 2014 issue of the Financial Analysts Journal that “over the past 50 years, increasing numbers of highly talented young investment professionals have entered the competition… They have more-advanced training than their predecessors, better analytical tools, and faster access to more information.” Legendary hedge funds, such as Renaissance Technologies, SAC Capital Advisors, and D.E. Shaw, hire Ph.D. scientists, mathematicians and computer scientists. MBAs from top schools, such as Chicago, Wharton and MIT, flock to investment management armed with powerful computers and massive databases. 

   For example, Gerard O’Reilly, the co-CEO of Dimensional Fund Advisors (DFA), has a Ph.D. from Caltech in Aeronautics and Applied Mathematics. Eduardo Repetto, the CIO of Avantis Investors, has a Ph.D. from Caltech and worked there as a research scientist. And co-author Andrew Berkin, the Head of Research at Bridgeway Capital Management, has a Caltech B.S. and University of Texas Ph.D. in physics, and is a winner of the NASA Software of the Year award. According to Ellis, the “unsurprising result” of this increase in skill is that “the increasing efficiency of modern stock markets makes it harder to match them and much harder to beat them, particularly after covering costs and fees.”

   Analogous examples are seen in the sports world. For instance, from the advent of the modern baseball era in 1903, seven players achieved a batting average over .400 a total of 12 times. But the last to do so was Ted Williams, who hit .406 in 1941. Yet, today’s players are superior athletes—they are demonstrably bigger, faster and stronger, use superior training techniques, and have better diets.

   However, all players have these advantages. The result is that as average skill increases, it becomes more difficult to outperform by large margins—the standard deviation of outcomes narrows. In the first 20 years of the modern era (1903–1921) the average hitter batted about .250–.260. During that period, the .400 mark was reached four times. Since 1950, batting averages have been fairly stable in that same .250–.260 range. This is true despite the fact that both the pitching and defense have also improved, as have the fielder’s gloves. For example, every single year from 2010 through 2019 the average hitter batted no lower than .248 (the lowest average since 1969) and no higher than .257. And the highest average in the last 50 years was .271. Yet no one has hit .400. Why? 

   While batting averages were the same in the two eras, the standard deviation has dropped dramatically, from 40.6 points in 1921 to 26.1 in 2003. Batting .400 is now more than a five standard deviation event, with a probability of less than one in a thousand in a given year. In other words, no one hits .400 any longer because the average baseball player of today is far better than the average player of a hundred years ago. 

   We see similar evidence when looking at basketball. For example, beginning with the 1959–1960 season, Wilt (the Stilt) Chamberlain had three seasons when he averaged more than 25 rebounds a game. He also had 11 seasons in a row when he averaged more than 22. Beginning with the 1957–1958 season, Bill Russell had 10 years in a row when he averaged more than 20 rebounds a game. And beginning with the 1958–1959 season, he had seven in a row when he averaged more than 23. While there’s no doubt that today’s professional basketball players are superior athletes to those who competed 50 years ago, the leading rebounder in the NBA’s 2018–19 season was Andre Drummond of the Detroit Pistons who averaged 15.6 rebounds per game. Just three players averaged at least 13. Chamberlain also averaged over 50 points per game in the 1960–1961 season. Since then, the highest average by a player not named Chamberlain was the 37.1 points per game achieved by Michael Jordan in the 1986–1987 season. In the 2018–19 season James Harden led the league with an average of 36.1 points per game.

   The paradox of skill means that while today’s athletes are more skillful, they are not likely to produce the kind of outsized results (in mathematical terms they are called outliers) that the legends of yesteryear achieved. We see the same phenomenon in the game of active management, where the quest for alpha has become ever more frustrating as the level of skill among competitors rises.

   The 2013 Credit Suisse report “Alpha and the Paradox of Skill” by Michael Mauboussin and Dan Callahan examined the effects of increasing skill in investing. They plotted the rolling five-year average standard deviation of excess returns in U.S. large-cap mutual funds over the last 45 years. You should expect to see wide dispersions when there are large differences in the level of skill. Their plot below demonstrates a clear trend of declining dispersion in excess returns, which fits nicely with our narrative indicating that competition is getting tougher.

   

   Source: Michael Mauboussin and Dan Callahan, “Alpha and the Paradox of Skill,” July 15, 2013.

   The study “Conviction in Equity Investing” by Mike Sebastian and Sudhakar Attaluri, published in the Summer 2014 issue of The Journal of Portfolio Management, provides further evidence of a declining ability to generate alpha. The authors found:

    
    	Since 1989 the percentage of managers who evidenced enough skill to basically match their costs (showed no net alpha, which is what investors should care about) has ranged from about 70 percent to as high as about 90 percent, and by 2011 was at about 82 percent.

    	The percentage of unskilled managers has ranged from about 10 percent to about 20 percent, and by 2011 was at about 16 percent.

    	The percentage of managers with sufficient skill to exceed their costs began the period at about 10 percent, rose to as high as about 20 percent in 1993 and by 2011 had fallen to just 1.6 percent. 

   

   This last result matches closely the result of the 2010 paper, “Luck versus Skill in the Cross-Section of Mutual Fund Returns.” The authors, Eugene Fama and Kenneth French, found that only managers in the 98th and 99th percentiles showed evidence of statistically significant skill. It also closely matches the findings of the 2016 study “Mutual Fund Performance through a Five-Factor Lens,” by Philipp Meyer-Brauns. 

   Meyer-Brauns’ study covered the 32-year period 1984 to 2015. Benchmarking their returns against the newer Fama-French five-factor model—which adds profitability (RMW, robust minus weak) and investment (CMA, conservative minus aggressive)—to the Fama-French three-factor model (market beta, size and value), he found an average negative monthly alpha of −0.06 percent (with a t-stat of 2.3). He also found that about 2.4 percent of the funds had alpha t-stats of 2 or greater, which is slightly fewer than what we would expect by chance (2.9 percent).

   Meyer-Brauns also found that the distribution of actual alpha t-stats had shifted to the left of what would be expected from chance if all managers were able to produce excess returns over the five-factor model sufficient to cover their costs. He concluded: “There is strong evidence that the vast majority of active managers are unable to produce excess returns that cover their costs.” He added that “funds do about as well as would be expected from extremely lucky funds in a zero-alpha world. This means that ex-ante, investors could not have expected any alpha10 from these top performers.”

   Meyer-Brauns extended his work in his March 2017 paper “Luck vs. Skill Across Different Fund Categories.” He examined four separate categories of U.S. equity mutual funds (large cap value, large cap growth, small cap value, and small cap growth) over the period from January 2000 through June 2016. His goal was to determine whether the ability of active managers to outperform the Fama-French five-factor model varies across fund categories. He found that the best performing funds performed no better than would be expected by chance alone in a zero-alpha world. For example, the by-chance distributions indicate that if all funds could cover their costs, slightly more than 2 percent should be expected to have alpha t-stats larger than 2. 

   Looking at the actual distributions across fund categories, he found that in two of the four categories, large cap value and large cap growth, not a single fund had an alpha t-stat above 2. For the two other categories, small cap value (1.8 percent) and small cap growth (1.1 percent), the percentage was lower than would be expected by chance. He also found that the reverse is true when looking at the number of funds with reliably negative five-factor intercept t-stats. Substantially more than 2 percent of funds reliably underperformed the five-factor benchmark: 18.8 percent of large cap value funds, 8.2 percent of large cap growth funds, 10.3 percent of small cap value funds, and 11.4 percent of small cap growth funds all had alpha t-stats below −2. His findings led Meyer-Brauns to conclude: “Taken together, this evidence across different fund categories suggests that the vast majority of active managers have been unable to produce excess returns, with respect to the Fama/French five-factor model, that cover their costs.”

   Diseconomies of scale and fund performance

   Lubos Pastor, Robert F. Stambaugh and Lucian A. Taylor, authors of the 2015 paper, “Scale and Skill in Active Management,” provided further insight into why the hurdles to generating alpha are getting higher. The authors, whose study covered the period from 1979 to 2011 and more than 3,000 mutual funds, concluded that fund managers have become more skillful over time. “We find that the average fund’s skill has increased substantially over time, from −5 basis points (bp) per month in 1979 to +13 bp per month in 2011.” However, they also found that the higher skill level has not been translated into better performance. They reconcile the upward trend in skill with no improvement in performance by noting: “Growing industry size makes it harder for fund managers to outperform despite their improving skill. The active management industry today is bigger and more competitive than it was 30 years ago, so it takes more skill just to keep up with the rest of the pack.” These findings are consistent with everything we have discussed so far.

   The authors also came to another interesting conclusion: the rising skill level they observed was not due to increasing skill within firms. Instead, they found: “The new funds entering the industry are more skilled, on average, than the existing funds. Consistent with this interpretation, we find that younger funds outperform older funds in a typical month.” For example, they found: “Funds aged up to three years outperform those aged more than 10 years by a statistically significant 0.9% per year.” The authors hypothesized that this is the result of newer funds having managers who are better educated or better acquainted with new technology—though they provide no evidence to support that thesis. The authors also found that all fund performance deteriorates with age as industry growth creates decreasing returns to scale and newer, and more skilled, funds create more competition.

   The issue of decreasing returns to scale (which we will cover in greater detail in Chapter 4) is important as it is one of the reasons why alpha has been persistently shrinking. 

   Decreasing returns to scale

   Campbell Harvey and Yan Liu, authors of the November 2016 study “Does Scale Impact Skill?” controlled for both the size of the individual fund (total assets under management) and the size of the overall fund industry. They noted: “Intuitively, a $100 million fund in 1991 should be treated differently from a $100 million fund in 2011 given the mutual fund industry has grown substantially during this period.”

   Their data sample covered domestic equity funds over the period from 1991 through 2011. To determine a fund’s alpha, they used the Fama-French-Carhart four-factor (market beta, size, value and momentum) model. Their first major finding was that, consistent with prior research, scale has a large impact at the individual fund level. They observed: “In particular, for an average fund in the cross-section that doubles its size in one year, its alpha drops by around 20bp per annum. The impact of scale is significant both statistically and economically.”

   They noted that there is a decreasing impact of scale as fund size increases. Thus, larger funds imply a milder response than smaller funds to changes in industry-level scale. For example, they found that the impact for very small funds (i.e., the bottom 20 percent by fund size) is almost double the impact for very large funds (i.e., the top 20 percent by fund size). This is intuitive, as they explain. Small funds often trade illiquid stocks and, given the limited supply of small and illiquid stocks, it becomes more difficult to invest in such stocks. The result is a decline in alpha. In contrast, for large funds, the impact is less. Even if they also grow by 100 percent, the market has a larger capacity for large and liquid stocks. As a result, large funds aren’t impacted as negatively by an increase in assets under management (unless they are trading in small-cap stocks).

   This led Harvey and Liu to conclude that their findings lend considerable support to the model proposed by Jonathan Berk and Richard Green in their 2004 paper “Mutual Fund Flows and Performance in Rational Markets.” 

   Berk and Green explain that, in their model:

   “Investments with active managers do not outperform passive benchmarks because investors competitively supply funds to managers and there are decreasing returns for managers in deploying their superior ability. Managers increase the size of their funds, and their own compensation, to the point at which expected returns to investors are competitive going forward. The failure of managers as a group to outperform passive benchmarks does not imply that they lack skill. Furthermore, the lack of persistence does not imply that differential ability across managers is unrewarded, that gathering information about performance is socially wasteful, or that chasing performance is pointless. It merely implies that the provision of capital by investors to the mutual fund industry is competitive.”

   Berk and Green continue: 

   “Performance is not persistent in the model precisely because investors chase performance and make full, rational use of information about funds’ histories in doing so. High performance is rationally interpreted by investors as evidence of the manager’s superior ability. New money flows to the fund to the point at which expected excess returns going forward are competitive. This process necessarily implies that investors cannot expect to make positive excess returns, so superior performance cannot be predictable. The response of fund flows to performance is simply evidence that capital flows to investments in which it is most productive.”

   Harvey and Liu also found that industry-level scale had a significant impact, estimating that a 1 percent increase in industry scale implies a 0.05 percent drop in per-year alpha for the average fund. They concluded that the impact of scale at the individual fund level is higher (more than twice as high, in fact) than at the industry level. 

   The bottom line is that even though the absolute skill level of active managers is increasing, it is getting harder and harder to generate alpha because the level of competition is also increasing. This is an important issue because even if the active industry shrinks (reducing the scale problem), the competition continues to increase and academics continue to convert alpha into beta. Thus, unless you happen to be Warren Buffett, the winning strategy is to not play. Instead, the winning strategy is to accept market returns in the asset classes, or factors, in which you choose to invest.

   What about Warren Buffett?

   But even if you do have Warren Buffett-like skill, it’s getting harder and harder to generate alpha. Over the last 15 calendar years ending in 2019, Berkshire Hathaway returned 9.4 percent, managing to slightly outperform Vanguard’s Total Stock Market Fund (VTSAX), which returned 9.1 percent, by 0.3 percent per annum. While Berkshire outperformed the market, 0.3 percent is not the stuff of which legends are made. In the prior 20 years, 1985–2004, Berkshire outperformed the S&P 500 by more than 10 percentage points per year, 23.5 percent versus 13.2 percent. 

   We can see further evidence of the increasing difficulty of generating alpha by looking at the returns of two investors Warren Buffett identified in his speech, “The Superinvestors of Graham-and-Doddsville.” Buffett identified these investors in a talk he gave in 1984 in honor of the 50th anniversary of the publication of Benjamin Graham and David Dodd’s book, Security Analysis. The two funds that Buffett mentioned in that speech with public records for the last 15 years are the Sequoia Fund and Tweedy Browne Value. We’ll begin by looking at the returns of the legendary Sequoia Fund (SEQUX), which Morningstar classifies as a large growth fund. 

   For the most recent 15-year period, from January 2005–December 2019, Sequoia returned 7.9 percent per year, underperforming the 9.1 percent per year return of Vanguard’s Total Stock Market Fund (VTSAX) by 1.2 percentage points per year. It also underperformed Vanguard’s Large Growth Fund (VIGAX), which returned 10.1 percent, by an even greater 2.2 percent per year.

   Recalling our discussion in Chapter 1, we can also examine Sequoia’s results in terms of their factor exposures.11

   Interestingly, accounting for the fund’s exposure to the Fama-French factors of market beta, size, value, and momentum, we find that despite underperforming the market by 1.2 percentage points per year, the fund’s five-factor alpha was positive 1.4 percent. The explanation for the fund’s underperformance was that its exposure to market beta was just 0.69 percent. This is a good demonstration of why generating risk-adjusted alpha is not a sufficient metric. You need to consider how the returns were earned as well. In this case, the fund’s alpha was more than offset by its low exposure to the market factor. 

   We now turn to the performance of Tweedy Browne Value (TWEBX), which Morningstar classifies as a large value fund. For the most recent 15-year period, TWEBX returned 5.8 percent per year, underperforming the 9.1 percent return of VTSAX by 3.3 percentage points per year. TWEBX also underperformed the comparable Vanguard’s Large Value Fund (VVIAX), which returned 8.2 percent, by 2.4 percent points per year.

   Examining TWEBX’s returns by their factor exposures, we find that the fund’s four-factor alpha was −0.9 percent per year, explaining less than one-third of the fund’s underperformance. As was the case with SEQUX, the fund’s performance was hurt by its exposure to the market beta factor being just 0.7. Perhaps, like Warren Buffett, these “superinvestors” have been burdened by the huge amount of assets they have under management. Or, perhaps, over time alpha has become harder to generate. In terms of capturing the incredible shrinking alpha, “The Superinvestors of Graham and Doddsville” have been less than super for at least the past 15 years. This evidence serves to highlight the benefits of passive investment strategies.

   The results of a study on the performance of the Yale Endowment provides us with an illustration of just how tough the competition for alpha really is.

   The success of the Yale Endowment

   David Swensen has been the chief investment officer of the Yale Endowment Fund since 1985. He has authored two books we highly recommend, Pioneering Portfolio Management and Unconventional Success. Because of the success of Yale’s Endowment Fund—it generated a 20-year annualized return of 15.6 percent for the period ending in fiscal 2007, a 3.8 percentage points per year higher return than provided by the S&P 500 Index—Swensen is one of the most respected investment managers in the world. But, until recently, very little was known about the reasons behind those stellar returns. Was Yale’s success a result of manager skill or exposure to risk? Or perhaps it was a lucky random outcome? 

   Peter Mladina and Jeffery Coyle sought to answer that question in their study, “Yale’s Endowment Returns: Manager Skill or Risk Exposure?” which was published in the summer 2010 edition of The Journal of Wealth Management. The following is a summary of their findings:

    
    	In regard to Yale’s public equity holdings, returns are fully explained by exposure to factors, not manager skill in picking stocks. Excess returns over their chosen benchmark, the Wilshire 5000, were achieved by the endowment fund’s exposure to small-cap and value stocks. A similar result was found internationally. While the endowment did beat its benchmark, the Morgan Stanley Capital Index (MSCI) EAFE (Europe, Australasia and the Far East) Index, the outperformance was explained by exposure to emerging market stocks and the same Fama-French risk factors. In other words, the benchmarks were inappropriate.

    	The private equity (PE) managers Yale hired did add value. Note that there is some research evidence (such as from the studies “Private Equity Performance: Returns, Persistence and Capital Flows” by Steven Kaplan and Antoinette Schoar and “What Do Entrepreneurs Pay for Venture Capital Affiliation?” by David Hsu) that private equity is the one asset class or investment category in which there is some evidence of persistence in performance. The likely explanation for this persistence is that venture capital firms with a high reputation, such as Kleiner Perkins, are able to acquire start-up equity at a discount because of the “extra financial value” they are perceived to bring to the table. The implication is that it has been the endowment’s private equity exposure—venture capital in particular—that is the unique source of its excess return. However, the 2017 study “How Persistent is Private Equity Performance? Evidence from Deal-Level Data,” by Reiner Braun, Tim Jenkinson and Ingo Stoff found that while there was evidence of performance persistence in the pre-2000 period, it was weaker than performance persistence found in previous studies and has largely disappeared since. The authors explained: “This is consistent with the PE sector maturing, with financial engineering and valuation techniques becoming commoditized, professionals moving between or forming new GPs [general partnerships], and the ways to create operational improvements to portfolio companies becoming assimilated across firms.” In other words, the ability of private equity to generate alpha has been negatively impacted by the very same trends actively managed mutual funds have faced, including tougher competition and an increasing supply of capital chasing a shrinking pool of alpha.

   

   Mladina and Coyle found the same results when they studied just the last 10 years of the 20-year period ending in fiscal year 2007. They concluded that, while the conventional wisdom has held Yale’s success is attributable to their ability to hire top active investment managers, the fund’s returns can actually be explained by consistent exposure to diversified, risk-tilted, equity-oriented assets and extraordinary outperformance in private equity and venture capital in particular. Outside of private equity, the endowment appeared to underperform risk-adjusted benchmarks.

   The authors concluded that any disciplined investor with a high tolerance for risk could replicate Yale’s results using publicly available index funds and some degree of leverage. The implication is striking. If Yale, with all of its resources, could not generate alpha in publicly traded securities, the competition must surely be very tough indeed.

   Mladina and Coyle’s findings are supported by the results of the broader December 2018 study by Sandeep Dahiya and David Yermack “Investment Returns and Distribution Policies of Non-Profit Endowment Funds.” Their database covered a comprehensive sample of more than 28,000 organizations drawn from Internal Revenue Service filings for the period 2009 through 2016. The following is a summary of their findings:

    
    	The typical endowment fund underperformed a 60/40 combination of the U.S. equity and Treasury bond market indexes by about 5.5 percentage points annually.12


    	On a risk-adjusted basis, the Fama-French-Carhart four-factor (market beta, size, value and momentum) alpha was −1 percent and was statistically significant at the 1 percent confidence level. 

    	Almost 60 percent of the alphas were negative.

    	Higher education institutions, whose endowments account for more than half of all assets in the sample despite representing just 6 percent of the observations, significantly underperform market benchmarks, with abnormal investment returns of −1.9 percent per year (statistically significant at the 1 percent confidence level). Non-higher education endowment funds also earn negative alphas, with a statistically significant estimate of −0.9 percent per year. The top 20 national universities as ranked by U.S. News and World Report produced relatively better results. However, there was no indication of superior performance—supporting the conclusion that the investment wisdom of top universities is largely a myth.

    	Smaller endowments have less negative alphas than larger endowments, but all size classes significantly underperform. This is somewhat of a puzzle, as larger endowments should be able to negotiate lower fees and have access to superior talent.

   

   Dahiya and Yermack found that the performance of the typical endowment fund was so poor that it would have earned substantially higher returns if its trustees had followed a simplistic investment strategy of holding 100 percent Treasury bonds and taken no equity market risk whatsoever. Because there was a bull market in both stocks and bonds for most of the eight-year period, it appears the endowments sat on the sidelines and missed most of this run-up in stock and bond prices, implying that many funds may have held large amounts of cash and equivalents (the market beta estimate was just 0.5).

   Summarizing, the evidence makes clear that endowments, in general, would be better off to focus their efforts on deciding which factors and sources of returns they want exposure to, and in what amounts. Once those decisions are made, they should use low-cost, publicly available vehicles whose strategies are based on evidence (not opinions), are transparent, and are implemented in a systematic manner.

   We also see evidence of the difficulty of generating alpha in the performance of institutional money managers.

   The performance of institutional money managers

   With tens of trillions of dollars under management, the performance of institutional fund managers is of great interest. One reason is that institutional managers have at least theoretical advantages over retail investors. For example, they often hire professional consultants to help them perform due diligence in interviewing, screening and ultimately selecting the very best of the best. You can be sure that these consultants have thought of every conceivable screen to identify the best fund managers. Surely, they have considered not only managers’ performance records, but also factors such as their management tenure, depth of staff, performance consistency (to make sure that a long-term record is not the result of one or two lucky years), performance in bear markets, consistency of strategy implementation, costs, turnover, and so on. It’s unlikely there is something that you or your financial advisor would think of that they hadn’t already considered.

   We can see the results of the efforts of institutional investors to generate alpha in the 2016 study “Asset Managers: Institutional Performance and Smart Betas” by Joseph Gerakos, Juhani T. Linnainmaa, and Adair Morse. Their database covered the period from 2000 through 2012, an average $18 trillion of annual assets, and 22,289 asset manager funds marketed by 3,272 asset manager firms. 

   Their analysis focused on four asset classes which represent the lion’s share of global invested capital: U.S. fixed income (21% of delegated institutional assets), global fixed income (27%), U.S. public equity (21%) and global public equities (31%). Their study is free of survivorship bias. In measuring performance, there were 170 different strategy benchmarks used. For example, Australian equities is a benchmark. The following is a summary of their findings:

    
    	Asset managers charged the average delegated dollar a fee of 0.44%.

    	The value-weighted mean fee is lowest for U.S. fixed income (0.29%), followed by global fixed income (0.32%), U.S. public equity (0.49%) and global public equity (0.48%).

    	The average asset manager fund earned an annual strategy-level gross (net) alpha of 0.86% with a statistically significant t-stat of 3.35 (0.42% with a statistically insignificant t-stat of 1.63). Strategy benchmarks explain about 82 percent of returns.

    	The outperformance (alpha) was achieved by taking risks outside of the benchmarks—the alpha was really another form of beta (exposure to a common factor)—the issue we discussed in Chapter 1. Once adjusted for exposure to common factors (such as size and value in equities and credit and term in bonds) the overall alphas not only disappear, they become negative even on a gross basis. For equities, the net alphas were negative and statistically significant at the 5 percent level for both U.S. and global equities. Alphas were slightly positive for both U.S. and global bonds, though statistically insignificant. 

   

   Gerakos, Linnainmaa, and Morse state: “The fact that asset managers outperform strategy-level benchmarks but earn returns comparable to the fund-level mimicking portfolios implies that asset managers provide institutional clients with profitable systematic deviations from benchmarks.” In other words, the funds are achieving “alpha” by having more exposure than do the benchmarks to factors that have provided above market returns. The finding means the institutional investors would likely have been better served by investing in lower cost, structured mutual funds and ETFs that provided the same exposures to these common factors. 

   Given the considerable resources that institutional funds have at their disposal, the evidence demonstrates just how difficult it is for active managers to generate alpha—the competition is very tough indeed.

   There are two additional important issues that we need to discuss. Both help explain why it is so difficult for active investors to persistently outperform appropriate risk-adjusted benchmarks. The first has to do with the nature of competition.

   The nature of the competition

   As we alluded to earlier, the nature of competition in investing is very different than it is in one-on-one competitions, such as chess or tennis, where even small differences in skill can lead to large differences in outcomes. The following example will illustrate why this is a key issue.

   At the peak of his career, Roger Federer was the greatest tennis player of his era. He won 17 Grand Slam titles. What is important to understand is that Federer’s competition is made up of other individual players. In terms of individual skill, Andy Roddick had a better serve, Andy Murray had a better backhand, Fernando González had a better forehand, Rafael Nadal had a better baseline game and was a superior player on clay, Radek Štěpánek had a better net game and David Ferrer was faster. Yet, Federer was the better player.

   The world of investing presents a different situation than the one that faced Roger Federer. Understanding the difference between the two helps explain why it is so difficult to persistently generate alpha. First, we need to understand how securities markets set prices.

   Mark Rubinstein, professor of applied investment analysis at the University of California’s Haas School of Business, provided the following insight in his 2001 paper, “Rational Markets: Yes or No? The Affirmative Case.” He writes:

   “Each investor, using the market to serve his or her own self-interest, unwittingly makes prices reflect that investor’s information and analysis. It is as if the market were a huge, relatively low-cost, continuous polling mechanism that records the updated votes of millions of investors in continuously changing current prices. In light of this mechanism, for a single investor (in the absence of inside information) to believe that prices are significantly in error is almost always folly. Public information should already be embedded in prices.”

   Rubinstein’s point is that the competition for an investment manager isn’t another investment manager, but the collective wisdom of the market. The implication is:

   “The quest for market-beating strategy boils down to an information-processing contest. The entity you are competing against is the entire market and the accumulated information discovered by all the participants and reflected in prices.”

   In his paper, Rubinstein provided another way to think about the quest for superior investment performance: 

   “The potential for self-cancellation shows why the game of investing is so different from, for example, chess, in which even a seemingly small advantage can lead to consistent victories. Investors implicitly lump the market with other arenas of competition in their experience.” 

   Rex Sinquefield, former co-chairman of Dimensional Fund Advisors, put it this way: “Just because there are some investors smarter than others, that advantage will not show up. The market is too vast and too informationally efficient.” In other words, what is referred to as the “wisdom of crowds” makes the market a very difficult competitor.

   While the competition for Federer is other individual players, the competition for investment managers is the entire market. It would be as if each time Federer stepped on the court, he faced an opponent with Roddick’s serve, Murray’s backhand, González’s forehand, Nadal’s baseline game, Štěpánek’s net game and Ferrer’s speed. If that had been the case, Federer would not have produced the same results. In fact, he may never have won a single tournament.

   The important message in this comparison is that the results of any game are more dependent on the relative skill of the competition rather than on the absolute skill of the individual. And as we have been discussing, in the investment world the competition is not only very tough, but is getting persistently tougher.

   Having completed our discussion on how increasing competition has raised the hurdles for active managers, we now turn to an issue that helps explain why it is so difficult for active investors to persistently outperform appropriate risk-adjusted benchmarks. Namely, that active management contains the seeds of its own destruction.

   Successful active management contains the seeds of its own destruction

   While the efficient markets hypothesis provides us with the theoretical explanation for the lack of persistence in active management, we will now discuss why even the most successful funds contain the seeds of their own destruction. In fact, the more successful the fund is, the more likely it is that its outperformance will be fleeting.

   Active fund managers know that the more a fund diversifies, the more it will look like, and perform similarly to, its benchmark index. A fund whose holdings parallel those of its benchmark is known as a closet index fund. Therefore, in order to have the greatest chance to outperform, a fund must concentrate its assets in a few stocks—which is why “focus” funds were created. Unfortunately, while a strategy built around owning just a few of a fund manager’s best ideas is the most likely way to generate world-class returns, it is also the most likely way to end up at the bottom of the rankings list.

   Let us look at how the equity mutual fund world works. Note the same principles apply to bond, commodity, and currency funds.

   A new fund is created, and it starts out with a small amount of assets under management. The fund managers are aware of the risks of being a closet index fund, and so they concentrate their fund’s assets in just a few equities while complying with SEC rules on diversification, which do not allow a fund to have more than five percent of its assets in any one stock. The fund managers also know that the market for large-cap stocks is highly efficient in terms of information, and thus they may concentrate their research efforts in the less informationally efficient asset class of small-cap equities. The fund happens to be in the right place at the right time, or has one of the rare and truly gifted managers—perhaps the “next Peter Lynch”—and earns spectacular returns for a few years. 

   The fund is given the coveted five-star rating from Morningstar and its managers start to advertise the fund’s great performance. Assets come rushing in. The better the performance, the more cash flows into the fund. The fund managers are now faced with a dilemma. They must decide to either buy very large positions in just a very few small-cap stocks, increase the fund’s diversification, or close the fund to new investors (although even this would not prevent new inflows from existing investors). And closing the fund to new flows is something most funds are reluctant to do. The other alternative is to style drift to large-cap stocks. Unless the fund chooses to limit new flows, the other choices all contain the seeds of the fund’s likely inability to continue its record of outperformance. Let us see why this is the case.

   If the fund starts to diversify, increasing the number of small-cap companies it owns, it runs into the inevitable math of becoming a closet index fund. A closet index fund looks like an actively managed fund on the surface, but the stocks it owns so closely resemble the holdings of a traditional index fund that investors are unknowingly paying very large fees for minimal differentiation. For example, if a fund is differentiated even as much as 50 percent from its benchmark index, the hurdle created by the operating expense ratio is almost twice the published figure. If the fund is only 20 percent differentiated, the hurdle becomes approximately five times the operating expense ratio. 

   A relatively good indicator of the amount of differentiation in an actively managed fund is the fund’s correlation with its benchmark index, such as the S&P 500 Index for large-cap stocks and the S&P 600 Index for small-cap stocks. (Beta is also a good measure.) The higher the fund’s correlation coefficient—measured by a fund’s r—the less the differentiation is likely to be. 

   The fund’s r-squared (the coefficient of determination) is commonly used to measure the degree of differentiation compared to a benchmark. R-squared quantifies the degree to which the returns of the fund are explained by the returns to the index. The value of active management can only accrue from taking active positions—investing differently from the benchmark. The more the fund diversifies towards the benchmark, the greater its r-squared becomes and the heavier the burden a fund manager carries in order to outperform. 

   The following example will illustrate the extra hurdle that closet indexers bear. Let’s assume that an investor places $100,000 in an actively managed fund with an operating expense of 1 percent and an r-squared of 0.9. The impact of this r-squared on the investor in the average actively managed fund can be measured as follows. The investor is paying $1,000 (1 percent x $100,000). However, $90,000 of the actively managed fund’s assets are the same as those of an index fund. The cost of managing that $90,000 if it were in Vanguard’s 500 Index Fund Admiral’s Share (VFIAX) (fee is 0.04 percent) would have been only $40. The result is that the investor is really paying $960 ($1,000 - $40) on the $10,000 of differentiated assets. The investor is really paying about 9.6 percent ($960 of $10,000) on the differentiated portion of the portfolio. Remember that the larger the fund, the more diversified it must become. The more it diversifies the greater becomes its r-squared, and the greater the hurdle the manager must overcome in order to outperform. Add this burden to the others that actively managed funds and their investors must surpass (expenses such as management fees, bid-offer spreads, commissions, market impact costs, the drag of cash and taxes for assets in taxable accounts) and the obstacles become much more insurmountable.

   The following is evidence indicating the difficulty of overcoming a high r-squared figure, given the greater fees and other expenses incurred by active managers. A study reported in the October 10, 1999 edition of The New York Times found that for the three years ending August 31, 1999, the five largest funds with r-squared figures over 0.95 returned between 21 percent and 26.9 percent. After taxes, an investor would have received between 18 percent and 24.6 percent. Vanguard’s S&P 500 Index fund beat each of them. It returned 28.5 percent pre-tax and 27.5 percent after taxes. Of the 80 largest funds with r-squared figures over 0.95, only three managed to beat the Vanguard index fund before taxes, and they did so just barely. None of the funds did so after taxes.

   The second alternative to dealing with the substantial cash inflow to our currently outperforming mutual fund is to continue concentrating assets in those same few stocks that made the fund successful in the first place. Here, the fund not only runs into a problem with the rules against holding more than 10 percent of an individual stock, it also runs into a problem with market impact costs. Market impact is what occurs when a mutual fund wants to buy or sell a large block of stock. The fund’s purchases or sales will cause the stock to move beyond its current bid (lower) or offer (higher) price, increasing the cost of trading. MSCI Barra, a market research organization, has studied market impact costs extensively. While market impact costs will vary depending on many factors (such as fund size, asset class and turnover) they can be quite substantial. MSCI Barra noted that a fairly typical small-cap or mid-cap stock fund with $500 million in assets and an annual turnover rate of between 80 percent and 100 percent could lose 3 percent to 5 percent per year to market impact costs—far more than the annual expenses of most funds. Because of their lack of liquidity, the smaller the market cap of the equities in a fund, the greater that fund’s market impact costs can be. And the larger the amount of assets in a fund, the greater its total market impact costs can become.

   The third alternative to dealing with an inflow of cash to our successful mutual fund is to style drift to larger-cap stocks. This is the alternative course of action that many funds will follow. The problem here is that the larger the market cap of an equity, the more efficient the market is informationally. This makes it extremely difficult to outperform.

   No matter which way the skilled manager turns, the likelihood of continued outperformance diminishes. Of course, if the manager’s outperformance was due to luck, that will eventually run out. The best option for a fund with a skilled manager may be to stay small in terms of its assets under management. This can be accomplished by closing the fund to new investors. The problem is that not many funds are willing to forgo the profits associated with increased assets under management—and further, a closed fund is of no use to new investors.

   In a 2001 speech, “Three Challenges of Investing,” Vanguard Group founder John Bogle discussed the results of his study on the encore performances of top-performing actively managed funds. His findings support the theory that successful performance contains the seeds of its own destruction. Bogle compared the performance of the top 20 funds for the period 1972–1982 with their performance for the period 1982–1992. He found that the top 20 funds did perform slightly better in the second period than the average active fund, finishing in the 54th percentile. However, the margin of outperformance fell from 8.3 percent to just 1.2 percent. More importantly, they underperformed the S&P 500 Index by 1.8 percent. And that is before considering any loads or the impact of taxes. What is more, the dispersion of returns in the succeeding period was huge—the new rankings ranged anywhere from two to 245 (out of 309). Investors might have gotten lucky, or they may have paid a big price. There was no way to know before the fact.

   Bogle found a similar story when he examined returns for the periods 1982–1992 and 1992–September 2001. The top 20 performers from the first period finished the succeeding period with an average ranking at the 58th percentile. However, the average outperformance fell from 4.9 percent to just 0.9 percent. More importantly, they underperformed the S&P 500 Index by 1.5 percent. Again, this is before considering any loads or the impact of taxes. Also, once again, there was a wide dispersion of returns—rankings in the succeeding period ranged from 14 to 823 (out of 841).

   As you have seen, successful active management contains the seeds of its own destruction. That makes it difficult for investors to identify the few future outperformers. However, there is yet another problem for investors seeking the Holy Grail of outperformance. Since it takes time before a manager can demonstrate top performance, most of the outperformance will likely occur when the fund’s assets are small. Thus, few shareholders actually earn the great returns. Most fund assets pile in only after great returns are earned. By the time the fund’s performance reverts to the mean—which is what the evidence suggests is highly likely to occur—most of its invested dollars may well have earned below market returns. This can occur despite the fund’s ability to show high annualized returns buoyed by its early outperformance. This is consistent with the evidence on investment behavior and returns. By chasing yesterday’s performance, investors earn rates of return well below those of the very funds in which they invest. They tend to buy high (after great performance) and sell low (after poor performance). Not exactly a prescription for successful investing.

   The next Peter Lynch?

   Before concluding this section, it is worth considering the case of Peter Lynch, generally considered the greatest mutual fund manager of them all. Lynch joined Fidelity in 1966. However, it was not until 1977 that he was given responsibility for the Magellan Fund, which was not even available to the public until mid-1981. Prior to that time, it operated as the private investment vehicle of the Johnson family, Fidelity’s founders. From mid-1981 through mid-1990, Lynch outperformed the S&P 500 Index by 6 percentage points per year (22.5 percent versus 16.5 percent). Lynch started with about $100 million under management, but ended up running $16 billion. The original small-cap fund not only had become a large-cap fund, but it also eventually owned 1,700 stocks. While Lynch did generate alpha, even over the latter part of his reign, the size of his outperformance deteriorated, just as we should expect.

   Over the last four years of Lynch’s reign, Magellan managed to beat the S&P 500 Index by about 2 percent per year. Still a great performance, although not quite as legendary—and one that might be explained by random good luck. Perhaps Lynch purposely retired from managing the fund in 1990 before the game was up and market forces caught up with him. He may have recognized that—because of the market’s efficiency and hurdles to outperformance made higher by closet indexing, market impact costs and the other burdens of active management—the odds of his continuing success were not very good. Why not go out on top? While we will never know how Lynch would have done if he had continued to run Magellan, his carefully handpicked successors all failed to deliver alpha.

   There is yet one more risk for investors in actively managed funds. The “next Peter Lynch”—whose stock-picking skills you were relying upon for returns—may decide to leave the fund to set up his own hedge fund, where he gets paid a lot more. Now what is the shareholder to do? The problem is compounded if the fund is held in a taxable account, and taxes would be owed on any realized gain. Investors in structured funds never have to worry about such potential situations.

   It is important to note that while active investors are not likely to persistently generate alpha, they do provide important societal benefits.

   The benefits provided by active investors

   Active managers play an important societal role—their actions determine security prices, which in turn determine how capital is allocated. And it is the competition for information that keeps markets highly efficient both in terms of information and capital allocation. Passive investors are “free riders.” They receive all the benefits from the role that active managers play in making the financial markets efficient without having to pay their costs. In other words, while the prudent strategy is to be a passive investor, we don’t want everyone to draw that conclusion. Passive investors need hope to spring eternal for those still convinced active management is the winning strategy.

   

   We have almost completed our journey through the land of the incredible shrinking alpha. You have seen the evidence demonstrating that the hurdles to generating alpha have been increasing due to: academic research converting what was once alpha into beta; the pool of victims that can be easily exploited persistently shrinking; and the competition getting tougher. It seems almost inevitable that these trends will continue. 

   We now turn our attention to the interesting question of whether increasing cash flows have increased the hurdles to generating alpha by causing the stock market to have become overgrazed. We will also discuss how the dramatic increase in capital supplied to both hedge fund and private equity managers has negatively impacted their abilities to generate alpha. And we will also answer the often asked question: What if everyone indexed?

   

    
     
      A fund might achieve a higher than benchmark return (though not alpha) via exposure to common factors, as we noted in Chapter 1.

    

     
      A convenient website is www.portfoliovisalizer.com/factor-analysis.

    

     
      Note during this period U.S. markets did very well relative to other asset classes. Thus, diversifying investments such as in other countries and risk premiums would have lagged, although this has not been the case over longer timeframes. We discuss this further in Chapter 7.
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   Chapter 4: Is The Market For Alpha Overgrazed?

   Having covered three explanations for the incredible shrinking alpha (what once was alpha being converted into beta, the shrinking pool of victims who can be exploited, and the increasing skill of the remaining competition), we will now look at how the increased supply of capital to the hedge fund industry has impacted its ability to generate alpha.

   In his 2014 study, Claude Erb asked the question: “Has The Stock Market Been ‘Overgrazed’?” Erb began by noting that, over time, the market beta, size and value premiums have all declined, and were then at lower levels than their historical averages. The exception was the premium for small value stocks. He then asked: “What if too many investors are demanding too much from a possibly limited supply of opportunities?” Said another way, are the “trades” too crowded? 

   Erb explained why he believes this has happened: “Empirical research over the last fifty years has produced much awareness of past asset returns.” He added: “Empirical academic research breeds familiarity with previously successful investment opportunities” and “familiarity breeds investment.”

   The 2016 study, “Does Academic Research Destroy Stock Return Predictability?” by David McLean and Jeffrey Pontiff, provides support for Erb’s thesis. The authors found that the average characteristic’s return has a “56% post-publication decay.” They also found that “strategies concentrated in stocks that are more costly to arbitrage have higher expected returns post-publication. Arbitrageurs should pursue trading strategies with the highest after-cost returns, so these results are consistent with the idea that publication attracts sophisticated investors.” 

   These studies also align with the results of the 2014 paper “Have Capital Market Anomalies Attenuated in the Recent Era of High Liquidity and Trading Activity?” by Tarun Chordia, Avanidhar Subrahmanyam, and Qing Tong. The authors found that as trading has become cheaper and easier, the average excess return of 12 anomalies or factors had approximately halved. They “provide evidence that hedge fund assets under management, short interest and aggregate share turnover have led to the decline in anomaly-based trading strategy profits in recent years.” 

   All of this raises the question of whether or not the markets have been overgrazed. Declining premiums, at least, raise the suspicion that they have.13

   What is the implication for investors? If a trade or strategy is going to get crowded, you want to be there before it happens because you will benefit from investors driving prices in your favor. But there is a reason for the adage among investment professionals that you don’t want to be a member of a crowd. When an investment strategy gets “crowded,” due to large inflows from investors chasing returns, it is time to exit. Think of the 2007 bubble in residential real estate, the 1990s tech bubble, the “tronics” bubble of the 1960s and all the other bubbles that have occurred.

   We begin with examining how the increased flow of capital to the hedge fund industry has impacted its ability to generate alpha.

   Increased supply of capital chasing shrinking pool of alpha 

   Twenty-five years ago there was approximately $300 billion of assets invested in hedge funds. By 2020, that figure had increased to more than $3 trillion. In addition, 60 years ago in the U.S. there were only about 100 actively managed mutual funds. Today, we have almost 100 times as many. Has the massive increase in assets impacted the ability to generate alpha?

   William Bernstein, author of the mini-book, Skating Where the Puck Was, demonstrated the wisdom of the investment adage that you don’t want to be a member of a crowd. He examined the returns of hedge funds, applying a three-factor analysis to the Hedge Fund Research Global Returns series for the period from 1998 through 2012. Bernstein found that while hedge funds did produce large alphas in the first third of the period, as investor assets chased those returns alpha shrank, and then turned negative. 

   From 1998 through 2002, the hedge funds produced an incredible alpha of 9.0 percent. However, from 2003 through 2007, their alphas went to −0.7 percent. And from 2008 through 2012 the alpha became −4.5 percent. 

   The table below provides the performance of hedge funds for the 10-year period 2010–2019. The data shows that the performance has been so bad that, in returning just 1.1 percent per year, they managed to underperform every major asset class, with the exception of virtually riskless one-year Treasuries, which they managed to outperform by just 0.3 percent.
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 2010–2019 (%)

 
     

      
      	 HFRX Global Hedge Fund Index

 
      	 1.1

 
     

      
      	 U.S. indexes

 
      	  

 
     

      
      	 S&P 500 

 
      	 13.6

 
     

      
      	 MSCI US Small Cap 1750 (gross dividends) 

 
      	 12.4

 
     

      
      	 MSCI US Prime Market Value (gross dividends)

 
      	 11.9

 
     

      
      	 MSCI US Small Cap Value (gross dividends)

 
      	 11.2

 
     

      
      	 Dow Jones Select REIT 

 
      	 11.6

 
     

      
      	
      	
     

      
      	 International indexes 

 
      	  

 
     

      
      	 MSCI EAFE (net dividends) 

 
      	 5.5

 
     

      
      	 MSCI EAFE Small Cap (net dividends) 

 
      	 8.7

 
     

      
      	 MSCI EAFE Small Value (net dividends) 

 
      	 8.0

 
     

      
      	 MSCI EAFE Value (net dividends) 

 
      	 4.0

 
     

      
      	 MSCI Emerging Markets (net dividends) 

 
      	 3.7

 
     

      
      	
      	
     

      
      	 Fixed income 

 
      	  

 
     

      
      	 Merrill Lynch One-Year Treasury Note 

 
      	 0.8

 
     

      
      	 Five-Year Treasury Notes 

 
      	 3.2

 
     

      
      	 20-Year Treasury Bonds 

 
      	 7.6

 
     

    
   

   Disappearing hedge fund alpha

   Jeff Hooke and Ken Yook, authors of the 2018 study “The Grand Experiment: The State and Municipal Pension Fund Diversification into Alternative Assets” found that over the 20-year period ending in 2016, pension plan allocations to hedge funds increased from 0 percent to 6 percent, and their allocations to private equity increased from 3 percent to 11 percent. Most of the increases came at the expense of allocations to fixed income, which fell from 43 percent to 26 percent. Summarizing their findings, the authors concluded: “Public pension plans, in the aggregate, had lower returns and similar volatility when evaluated against several public-security-oriented index portfolios.”

   It’s clear that public pension plans would have been far better off simply investing in low cost, structured, publicly available mutual funds and/or exchange-traded funds (ETFs) instead of allocating assets to active mutual fund/separate account managers, private equity and hedge funds. They earned lower returns without any significant improvement in volatility. Making matters worse is that the study doesn’t include the fees paid to all the consultants pension plans hire to help them determine which active managers, private equity and hedge funds are most likely to deliver the higher returns they are seeking.

   Rodney Sullivan’s December 2019 study “Hedge Fund Alpha: Cycle or Sunset?” provides further support for the thesis that alpha is becoming increasingly harder to generate. Sullivan examined the performance of hedge funds over the period 1994 through June 2019. He began by noting that it’s a mistake to compare the performance of hedge funds to an all-equity benchmark because many hedge funds use alternative strategies. To address this issue, he used regression analysis and found that on average hedge funds had exposure to market beta (S&P 500 Index) of 0.37 and exposure to bond market beta (Bloomberg/Barclays U.S. Aggregate Bond Index) of 0.14.

   Sullivan found that while hedge funds produced alpha of 1.7 percent over the full period, their ability to generate alpha deteriorated sharply over time, eventually turning negative. This was true also of equity fund managers. The impact on investors is much worse than it appears because, while hedge funds generated alpha of 1.7 percent a year over the full period, the strong results occurred while assets under management were relatively small. Those strong results led to a dramatic increase in cash flows as investors wanted “in on the game.” Sullivan asset-weighted the returns and found that over the full period, on a risk-adjusted basis, hedge funds had destroyed more than $21 billion. However, due to the increase in assets (to $3.1 trillion) over the last 12 months alone, they had destroyed over $40 billion on a risk-adjusted basis. And alpha has been persistently negative since 2008.

   Disappearing alpha

   Where did all the hedge fund alpha go? What made it disappear? Did these masters of the universe suddenly lose their mojo? David Hsieh, professor of finance at Duke University’s Fuqua School of Business, provided a simple explanation. Alpha is a finite resource.14

   Hsieh, who was engaged in ongoing research on the hedge fund industry, presented his findings at the CFA Institute’s February 2006 hedge fund conference. He told listeners at the conference that he was comfortable concluding there was a finite amount of available alpha for the entire hedge fund industry—roughly $30 billion each year. The implication is that as more money enters the industry, there is less and less alpha per hedge fund to go around. This wasn’t good news for hedge fund investors, because dollars had been flowing in at a rapid pace.

   While we have no way of knowing how Hsieh determined his $30 billion figure, let us assume that his estimate was correct. We can now determine what that means for hedge fund investors. Hsieh estimated that, at the time, the industry had about $1 trillion under management. Approximately $30 billion of alpha spread over $1 trillion of assets is roughly 3 percent alpha for the entire industry. Of course, that is gross alpha, and 3 percent doesn’t go very far with standard hedge fund fees of 2% of assets under management plus 20% of any alpha.

   Again, assume that there is a finite amount of alpha, and it is $30 billion. Let us go back in time to when the hedge fund industry had just $300 billion under management. Then the industry-average alpha would have been 10 percent. That is close to the 9 percent alpha Bernstein calculated for the period 1998–2002. Investors would have received above-benchmark returns, and then poured more money into hedge funds. As a result, the available alpha became diluted. Despite their poor performance since 2002, total hedge fund assets under management have continued to grow. As we noted earlier, in 2020 the industry has assets of more than $3 trillion. And the news gets even worse. The very act of exploiting market mispricings makes them disappear, shrinking the available alpha over time as anomalies are uncovered and exploited. The result is an industry where more dollars are chasing fewer opportunities to generate alpha. Not a good prescription for investors seeking that alpha.

   The lesson here is that whenever an investment strategy that is supposedly exploiting some market mispricing has become popular, it may already be too late to join the party. And when a strategy becomes popular, not only will it have low expected returns due to crowding, but the assets in it are now “weak hands”—the investors who tend to panic at the first sign of trouble. That leads to the worst returns occurring at the worst times, when the correlations of all risky assets move toward one. 

   Summarizing, as we have seen, the forces of the incredible shrinking alpha have negatively impacted the ability of even hedge funds, the supposed masters of the investment universe, to generate alpha. Their alpha universe has indeed become overgrazed. In the prior chapter you saw similar evidence for private equity.

   We now turn our attention to the question: If markets for alpha can be overgrazed, can passive investing become overgrazed as well?

   What if everyone indexed?

   To begin to answer the question, it is important to understand that we are a long way from that happening. Today, about half of assets in publicly held mutual funds and ETFs are invested in structured strategies. In addition, there will always be some trading activity from the exercise of stock options, estates, mergers and acquisitions, etc. With that in mind let us address the issue of the likelihood of active managers either gaining or losing an advantage as the trend toward passive management marches on.

   We begin by addressing the issue of information efficiency. The proponents of active management argue that with less active management activity there will be fewer professionals researching and recommending securities, making it easier to gain a competitive advantage. This is the same argument they have been making for decades about those “inefficient” small-cap and emerging markets. Unfortunately, their underperformance against proper benchmarks has been just as great in these asset classes. For example, the S&P Dow Jones Mid-Year 2019 SPIVA (active versus passive) Scorecard showed that over the 15-year period ending June 2019, 90.3 percent of all actively managed small-cap funds and 94.3 percent of actively managed emerging market funds underperformed their benchmark index, even worse than the 87.8 percent of domestic fund managers who did so. 

   The explanation for why active managers in emerging markets have done so poorly is that less efficient markets are characterized by lower trading volumes, resulting in less liquidity and greater trading costs. As more investors move to passive strategies it may have been logical to conclude that trading activity would decline. Yet, despite the shift to passive management by both individuals and institutions, trading volumes have not declined, and in fact have set new records as the remaining active participants become more active—think of all those high-frequency traders. However, if investors shifting to passive management caused trading activity to fall, then liquidity would decline and trading costs would rise. This increase in trading costs would raise the already substantial hurdle that active managers have to overcome. Based on the evidence we have from the “inefficient” small-cap and emerging markets, any information advantage gained by a lessening of competition would be offset by an increase in trading costs. Remember that the costs of implementing an active strategy must be small enough that market inefficiencies can be profitably exploited, after expenses.

   In other words, the math is irrefutable. Passive investing doesn’t win because active managers are dumb. And as John Bogle points out with his Costs Matters Hypothesis, you don’t need the markets to be efficient for passive investing to be the winning strategy. It is simple math. It is the greater costs of active managers that are the cause of their underperformance.

   There is another interesting conclusion that can be drawn about the trend towards passive investing. Remember that for active managers to win, they must exploit the mistakes of others. It seems likely that those abandoning active management in favor of passive strategies are investors that have had poor experience with active investing. The reason this seems logical is that it doesn’t seem likely that an individual would abandon a winning strategy. The only other logical explanation we can come up with is that an individual simply recognized that they were lucky. That conclusion would be inconsistent with behavioral studies that all show individuals tend to take credit for their success as skill based and attribute failures to bad luck. Thus, it seems logical to conclude that the remaining players are likely to be the ones with the most skill.

   Therefore, we can conclude that as the “less skilled” investors abandon active strategies, the remaining competition, on average, is likely to get tougher and tougher. As we explained in Chapter 2, as the trend to passive investing marches on there will be fewer and fewer victims to exploit, leaving the remaining active managers to trade against themselves. And that is a game that in aggregate they cannot win. In a commentary published in the February 2017 issue of The Journal of Investing, Brad Cornell offered the following observation: “If the active investor pool has been whittled down to the most sophisticated active managers, what active manager would be on the opposite side of the trade?”15

   Such a manager would have to be willing to underweight security X despite the fact that research would reveal that it was underpriced. If there were such an active manager who consistently was on the wrong side of such trades, its clients would eventually decide to go passive. This indicates that active investment managers are unlikely to provide an equilibrating force in a market dominated by passive investors. 

   Cornell argues that this suggests that it is issuers, rather than active investment managers, who will provide the force that pushes the market back toward an equilibrium level of efficiency. Unlike active managers, who can accumulate or reduce holdings of stock only if another active manager does the reverse, issuers can alter the aggregate number of shares outstanding via initial public offerings (IPOs), secondary issuances, buybacks, mergers, and even delistings, and thereby alter the holdings of passive as well as active investors. For instance, company X could repurchase its shares, which would cause all the passive investors to reduce their holdings pro rata. Such repurchases would tend to push the stock price towards a level more consistent with its fundamental value. 

   Issuers not only have the means to play an equilibrating role—they are also the agents who most likely possess the requisite information. Much of modern financial theory is based on the assumption that there is asymmetric information between corporate managers and outside investors. Furthermore, issuers automatically do the necessary fundamental research as part of managing the firm and making capital budgeting decisions, so their effective marginal cost of investment research is far less than that for active investment managers. Consistent with the view that issuers have superior information, there is a large body of literature that indicates that managers are able to use the information they generate to time issuances and buybacks.

   Cornell went on to note that “here is empirical evidence that even in current markets, let alone in hypothetical markets where passive investors predominate, it is issuers—not active investment managers—that play the central role in maintaining market equilibrium.” He cited the fact that while NASDAQ stocks rose dramatically during the dot-com run-up from 1997 to 2000, short interest in NASDAQ stocks actually declined. Because short sellers should be good examples of “sophisticated active investors,” this is hardly evidence that such investors played an equilibrating role, at least in the dot-com era. In contrast, “the volume of initial public offerings and seasoned equity offerings peaked at roughly the same time as the NASDAQ.” That indicates issuers bring the market to equilibrium. 

   Cornell concluded: “The bottom line is that as passive investing becomes more common, if it is not already true today, it will be issuers, not active investors that play the central role in maintaining the equilibrium level of market efficiency.” The conclusion we hope you draw is that while the market for alpha can become overgrazed, in terms of being the prudent strategy (the winner’s game) indexing, and passive investing in general, cannot become overgrazed because costs matter. 

   We now turn to addressing the puzzling anomaly of why so many investors ignore the evidence and continue the pursuit of alpha. 

   

    
     
      Crowding can lead to not only the shrinking of alpha, but its elimination. However, if markets are rational, risk-based premiums cannot disappear, though crowding can cause them to shrink. And even behavioral anomalies can persist due to limits to arbitrage.

    

     
      This explanation fits right in with the aforementioned Grossman-Stiglitz paradox which states that alpha cannot go to zero as there needs to be a reward for investors to engage in the effort which makes markets efficient.

    

     
      Of course, indexed investors must trade when securities enter or leave their universe.
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   Chapter 5: Why Do Investors Ignore The Evidence On Actively Managed Funds?

   There are many well-known anomalies in finance. Among the leading ones are the low volatility effect (high volatility stocks have produced lower returns than low volatility stocks), and the poor performance of IPOs, penny stocks, stocks in bankruptcy, and small growth stocks with low profits and high levels of investment. 

   Perhaps the biggest anomaly in finance is why do about half of all investors, both individual and institutional, continue to favor actively managed funds when there is an overwhelming body of evidence that demonstrates that while it’s possible to win that game, the odds of doing so are so poor that it’s not prudent to try? 

   The opening chapter of Larry’s first book, The Only Guide to a Winning Investment Strategy You’ll Ever Need (initially published in 1998), entitled “Why Individual Investors Play the Loser’s Game,” presented his attempts to explain this anomalous behavior. It begins with a story about Galileo.

   “Galileo was an Italian astronomer who lived in the sixteenth and seventeenth centuries. He spent the last eight years of his life under house arrest, ordered by the Church for committing the ‘crime’ of believing in and teaching the doctrines of Copernicus. Galileo’s conflict with the Church arose because he was fighting the accepted church doctrine that the Earth was the center of the universe. Ptolemy, a Greek astronomer, had proposed this theory in the second century. It went unchallenged until 1530 when Copernicus published his major work, On the Revolution of Celestial Spheres, which stated that the Earth rotated around the Sun rather than the other way around.

   “History is filled with people clinging to the infallibility of an idea even when there is an overwhelming body of evidence to suggest that the idea has no basis in reality—particularly when a powerful establishment finds it in its interest to resist change. In Galileo’s case, the establishment was the Church. In the case of the belief in active management, the establishment is comprised of Wall Street, most of the mutual fund industry, and the publications that cover the financial markets. All of them would make far less money if investors were fully aware of the failure of active management.” 

   The chapter continued by providing what Larry believed were the most likely explanations for investors ignoring the evidence and continuing to play the loser’s game. The first explanation was “the black hole of knowledge.” The points he made more than 20 years ago are just as applicable today.

   The black hole of knowledge

   In The Only Guide to a Winning Investment Strategy You’ll Ever Need, Larry identified a “black hole of knowledge” in investing. He wrote:

   “Most Americans, having taken a biology course in high school, know more about amoebas than they do about investing. Despite its obvious importance to every individual, our education system almost totally ignores the field of finance and investments. This is true unless you go to an undergraduate business school or pursue an M.B.A. in finance. Consider that Larry’s oldest daughter graduated from an excellent high school near the top of her class. Having taken a biology course, she could have told you all you would ever need to know about amoebas. She could not, however, have told you the first thing about how financial markets work.

   “Just as nature abhors a vacuum, Wall Street rushes in to fill the void. Investors, lacking the protection of knowledge, are susceptible to all the advertising, hype, and sales pressure that the investment establishment is capable of putting out. The problem with this hype is that, in general, the only people who are actually enriched are part of the investment establishment itself.”

   The second explanation Larry gave for investors continuing to play the loser’s game was related to the faith we have in the Protestant work ethic: Hard work should produce superior results. Quoting his ex-boss, an otherwise intelligent and rational man, Larry wrote: 

   “‘Diligence, hard work, research, and intelligence just have to pay off in superior results. How can no management be better than professional management?’

   “The problem with this thought process is that while these statements are correct generalizations, efforts to beat the market are an exception to the rule. If hard work and diligence always produce superior results, how do you account for the failure of the vast majority of professional money managers (in all likelihood all bright, intelligent, capable, hard-working individuals) to beat the market year in and year out? In the face of all this evidence, they continue to give it the old college try. The lesson: Never confuse efforts with results … hard work is unlikely to produce superior results because the markets are [highly, though not perfectly] efficient.”

   Larry also offered behavioral explanations:

   “Prof. Richard Thaler and Robert J. Shiller,16 an economics professor at Yale, noted that ‘individual investors and money managers persist in their belief that they are endowed with more and better information than others and that they can profit by picking stocks. While sobering experiences sometimes help those who delude themselves, the tendency to overconfidence is apparently just one of the limitations of the human mind.’ This insight helps explain why individual investors think they can identify the few active managers who will beat their respective benchmarks.”

   Another explanation for playing the loser’s game in the face of an overwhelming amount of evidence is that many investors feel that, by not selecting an actively managed fund, they give up the chance of being above average, and the vast majority think they can at least do better than that. We might call this the Lake Wobegon effect—the need and/or desire to be above average. 

   This seems especially true of high net worth people. They want and/or need to feel special, especially when it comes to investments. They want to be members of the “in crowd,” with access to investments to which the hoi polloi do not. That provides them with a feeling of prestige and sophistication. In other words, they want more than just returns from their investments. Wall Street plays on that need. You hear the repeated line that goes something like this: “Indexing is a good strategy, but it gets you average returns. You don’t want to be average. We can help you do better than that.” The truth is that indexing doesn’t get you average returns. It gets you market returns. And because it does so with lower costs and greater tax efficiency, by definition you earn above average returns—as long as you have the discipline to stay the course. This is about the only guarantee there is in investing.

   Yet another hypothesis Larry offered was that individuals like to be able to blame active managers when they underperform, yet be able to take credit for choosing the active managers who happen to outperform the market. Another was that investors often feel a sense of loss of control if they invest in passive investment vehicles. Individuals sometimes fail to understand that passive, or evidence-based, investors have total control over the most important determinant of risk and returns—the asset allocation decision. Once investors turn over their portfolios to an active manager, they actually lose control, as the active manager is now at the helm, making decisions on market timing and asset selection.

   Another possible explanation is that despite the importance of the issue, the public seems unwilling to invest the time and effort to overcome the failings of the education system. Instead of reading books like this one, which present the evidence, today’s investors would rather watch some reality TV show or CNBC to hear the latest guru’s forecast.

   We provided another explanation for investors continuing to play the game of active management in our discussion on “the nature of the competition.” We explained that investors fail to understand that investing is a very different endeavor than other forms of competition, such as sporting events (e.g., tennis) and chess, where relatively small differences in skill can lead to very large differences in outcomes. We also discussed another mistake that many investors make—they fail to comprehend that in many forms of competition, such as chess, poker or investing, it is the relative level of skill, not the absolute level, that plays the more important role in determining outcomes. As we explained, the “paradox of skill” means that even as skill level rises, luck can become more important in determining outcomes if the level of competition also is rising.

   Explanations from academic research

   We’ll now examine the findings from two studies that sought the answer to the question of why so many investors ignore the evidence of the persistent failure of active management. 

   How active management survives

   The first is the 2018 study, “How Active Management Survives.” The authors, J. B. Heaton and Ginger Pennington, sampled more than 1,000 individual investors above the age of 30. Their findings confirm that one of the main causes of investors playing the loser’s game is investors’ belief that hard work must produce superior results.

   Heaton and Pennington began by noting that while there is much evidence that passive equity strategies dominate active equity management, many investors remain committed to active investing despite its poor relative performance. They explored the behavioral-economic hypothesis that investors fall prey to the “conjunction fallacy,” or what might be called the work ethic fallacy, of believing good returns are more likely if investment is accompanied by hard work.

   The conjunction fallacy is the tendency for individuals to estimate that the likelihood of two events occurring in combination (for example, Linda being both a nurse and a feminist) is greater than the likelihood of just one of those events occurring on its own (Linda being a nurse or Linda being a feminist). Of course, the two events must be less likely to occur together than either one alone (there are nurses who are not feminists and feminists who are not nurses). Yet, many experiments (famously by Daniel Kahneman and Amos Tversky) showed that most people choose the first (Linda is both a nurse and a feminist) because they know most nurses are women. The “representativeness heuristic”—the tendency people have to judge the likelihood of an event by how similar it seems to aspects of the parent population—is often appealed to in explanations of the conjunction fallacy. 

   Heaton and Pennington noted that the belief in active investing is “an especially plausible manifestation of the conjunction fallacy, because in most areas of life hard work leads to greater success than laziness.” Their survey found that from 30% to over 60% of higher income individuals aged over 30 fall prey to the conjunction fallacy in this context. For example, the first question presented to participants taking their survey was:

   ABC Fund invests in common stocks listed on United States stock exchanges. Which is more likely?

   (1) ABC Fund will earn a good return this year for its investors.

   (2) ABC Fund will earn a good return this year for its investors and ABC Fund employs investment analysts who work hard to identify the best stocks for ABC Fund to invest in.

   They write: “This question evoked a strong manifestation of the conjunction fallacy, with 62.8% selecting choice (2). This rate is on par with the magnitude of bias found in past studies using this problem structure.” They also found that “the magnitude of the conjunction fallacy did not vary as a function of investment knowledge. The biased choice was selected by 62% of the knowledgeable respondents and 63.9% of those without investment knowledge.”

   Heaton and Pennington noted that such findings “raised significant questions for law and regulatory policy, including whether actively managed equity products should carry warnings, at least for retail investors.”

   They went on to note:

   “The financial industry fights hard against regulation that would expose the high costs and risks of financial products. Given the high financial stakes for retirees and other investors and the evidence that the financial industry does more harm than good for many investors, the case for regulatory intervention—for example, developing programs to debias investors—is strong.” 

   The authors explained that while hard work does produce superior results in most areas of life, there are other areas where “doing little or nothing is the dominant strategy.” For example, they write, “meditation—doing nothing but observing one’s thoughts—can be an effective complementary treatment for some psychiatric conditions.”

   They went on to explain that investing in publicly traded common stocks is one of the rare areas where passivity is usually the better strategy because only a relatively small amount of active management may be needed to keep market prices close to efficient, and active management is on average, a negative sum game after expenses. They also noted that it is difficult for active managers to outperform because a small number of securities typically generates much of the index return and active managers picking subsets of passive indexes have a high probability of missing or underweighting those securities.

   As another explanation for investors’ decision to play the loser’s game, Heaton and Pennington offered the concept of “control-by-proxy” having similar appeal to investors. This is consistent with Larry’s hypothesis about investors desiring a sense of control.

   Heaton and Pennington write: “The choice of active management provides investors with the opportunity to feel in control of their fate by promising access to a wide variety of choices, while simultaneously freeing them from the responsibility to navigate complex allocation decisions.” 

   They cited experiments that demonstrate individuals like to feel in control, even when it is obvious outcomes are determined purely by chance (such as choosing numbers in a lottery instead of having a computer select them). 

   The authors went on to provide yet another explanation for the conjunction fallacy. They write:

   “Belief in a ‘just world’ is a second psychological factor that may explain the strong subjective appeal of a causal association between financial success and active investment. The ‘just world hypothesis’ asserts that people have a strong desire to view the world as a fair, predictable place, a place in which a person’s merit and her fate are closely intertwined, and where hard work can be expected to yield just rewards. While a large amount of research on the just world hypothesis focuses on harmful societal effects of this belief (that is, victim blaming), other work examines the influence of just world beliefs on decision-making. Decision makers with a strong belief in the association between hard work and success tend to engage in a range of counter-productive behaviors, spending excessive amounts of time reaching a decision and distorting perceptions of alternatives in a way that unnecessarily complicates choice.”

   Heaton and Pennington believe that “the confluence of illusions of control and just world beliefs probably leads investors to accept the idea of a causal link between traders’ work and financial success.” Summarizing, the conjunction-fallacy explanation for investment with active managers offers a new solution to what is otherwise puzzling behavior. While the evidence indicating passive investment’s superiority is substantial, many investors still cling to more expensive and lower-return active management.

   Heaton and Pennington demonstrated that:

   “It may simply be too difficult for a substantial number of investors to believe that superior returns are available by doing nothing but investing in an index fund rather than investing with active managers. This is especially true where active managers advertise that they have ‘specialized investment expertise and extensive infrastructural support, seeking to maximize their investments’ and that they ‘work harder and see farther, empowering the worlds most talented minds with the resources and opportunities they need to achieve extraordinary results.’”

   Why investors favor active management

   The second study we’ll examine is the 2013 paper “Why Do Investors Favor Active Management … To The Extent They Do?” The authors, Ron Bird, Jack Gray, and Massimo Scotti, conducted two online surveys—one of Chief Investment Officers (CIOs) of predominantly large Australian pension funds and another of asset consultants. They found that in general, CIOs and consultants do attempt to make decisions in a rational, evidence-based framework. However, their attempts are undermined by other forces. Despite the evidence, 86 percent, 82 percent, and 77 percent of small, medium and large plan assets, respectively, were actively managed. And half of all plans were 100 percent actively managed. Following is a summary of their findings:

   Agent influences: External agents, especially consultants, but also including the fund’s fiduciaries and investment staff, have conflicts of interest. Unfortunately, it’s not in the business interest of consultants to recommend passive strategies. The authors noted that one consultant stated: “The case for passive is strong. I would like to use it more but am not empowered to by our business model.” Another stated that “when practicing as a consultant, [I] was bluntly told by senior management that recommending passive management was not good for business.” Support for the impact of agents is that for plans that used consultants the average weight for active management was 83 percent versus 78 percent for those that didn’t. Similarly, for plans that used consultants, just 18 percent defined themselves as “extremely passive,” while the figure for those that didn’t use them was 33 percent.

   The conflict of interest also holds for internal staff since “much of their work involves selecting and monitoring active strategies. Active managers capitalize on this bias by ‘servicing’ clients, something that index funds, which necessarily compete on costs and execution, can ill afford to do.”

   Behavioral factors: An all-too-human trait is overconfidence. Thus, while acknowledging the low likelihood of winning the quest for alpha, decision makers believe that they will be one of the few that succeed—they live in Lake Wobegon where everyone is above average. For example, the survey found that about 70 percent of plans reported that they can consistently choose top quartile performers. Unfortunately, the evidence demonstrates that few, if any, actually have this ability. 

   The illusion of control provided by active management can also push decision makers toward excessive levels of activity. A third behavioral trait that can lead to choosing active management is the excitement of “gambling.” One survey respondent was brutally honest, stating: “I enjoy punting on the share-market. I know I would be much better off being passive! It’s a bit like eating McDonalds—I know it’s bad for me, but still I eat it.”

   Society strongly favors activity in all areas and sees passivity as unacceptable. Funds and their managers must be seen to be doing something. The authors noted:

   “In no other field of human or organizational endeavor does it pay to be passive. Indeed, because passivity is commonly seen as the epitome of indolence and irresponsibility, boards may adopt the ‘common-sense’ imperative that passive managers don’t do any work for the fund. This is exacerbated in Australia by competition in retirement savings, which encourages funds to try to outperform each other through a search for alpha.”

   Decision makers influence behavior: One respondent stated: “I know the evidence but if I suggested passive to my Board they’d fire me.” And many boards are driven by consultants who have a vested interest in active management. 

   Because many respondents are probably aware of the weak rational support for active management, they play a “blame game” that further hinders objective decision making. In other words, hiring active managers gives them someone to blame if things don’t turn out well. One respondent stated: “I really don’t know why I have so much [active management] when over 12 years they’ve added nothing.”

   The authors summarized their views stating:

   “Although in principle formal governance structures clarify roles and responsibilities, in practice decisions are made in ways that support the psychological and financial interests of the agents, including trustees, internal investment staff, asset consultants, and managers. The complexity and interconnections of the reasons for favoring active management are unlikely to yield to simple solutions. Most fundamentally, funds do need more technically adept and independent trustees with the time, temperament, skill, and commitment to understand and act on the active/passive decision in the best economic interests of the principals.”

   Until that happens, the anomaly of pension funds favoring the selection of active management will persist, despite the evidence demonstrating that it’s a loser’s game.

   The academic research, including a series of studies by Brad Barber and Terrance Odean, have shown that the same biases, such as overconfidence and confirmation bias (seeking, or interpreting information consistent with one’s existing beliefs while ignoring evidence that contradicts with preconceived views), and the same human frailties (such as the excitement provided by gambling) exhibited by chief investment officers and pension consultants also lead individual investors to continue to ignore the evidence demonstrating active management is a loser’s game.

   We now turn to another explanation for why so many ignore the evidence.

   It’s hard to admit we are wrong

   Kathryn Schulz, author of Being Wrong, provides us with some fascinating insights that help explain investor persistence with the loser’s game of active investing, one that allows Wall Street to transfer tens of billions every year from the pockets of investors to their pockets.

   Schulz explains that most of us go through life assuming that “we are basically right, basically all the time, about basically everything.” And that “our indiscriminate enjoyment of being right is matched by an almost equally indiscriminate feeling that we are right. Occasionally, this feeling spills into the foreground as we make predictions or place bets [or make investments].” She goes on to explain that often this confidence is justified as we “navigate day-to-day life fairly well.” This suggests that we’re right about most things. Schulz’s book is all about the opposite of that. It’s about being wrong and what happens when our convictions collapse around us—we often feel foolish and ashamed as error is often associated with “ignorance, psychopathy and even moral degeneracy.” 

   Schulz noted that we tend to view errors as things that happen to others, yet somehow we feel that it is implausible that they’ll happen to us. She believes this is because “our beliefs are inextricable from our identities.” She writes: “We’re so emotionally invested in our beliefs that we are unable or unwilling to recognize them as anything but the inviolate truth.” 

   Schulz also notes that “we tend to fall in love with our beliefs once we have formed them,” such as active management being a winner’s game. And that explains why “being wrong can so easily wound our sense of self.” It explains why we experience cognitive dissonance—the uncomfortable feeling and/or anxiety we feel when someone disproves a long-held belief. It also explains why we ignore evidence, even when it is compelling, and why we resist change. 

   Schulz notes that the view that others make errors, but not us, is the greatest error of them all, as “wrongness” is a vital part of how we learn and change. In other words, even smart people make mistakes (after all, Larry used to be an active investor). However, once smart people learn that a behavior is a mistake, they revise their ideas and change their ways. This is what separates them from those who keep repeating the same mistakes while expecting different outcomes. 

   Among the many insights Schulz provides is that our ability to forget our mistakes is keener than our ability to remember them. During her research, Schulz met many people who said she should interview them as they make mistakes all the time. Yet, when asked to give specific examples of their mistakes they were hard pressed to come up with any. The inability to remember mistakes leads to overconfidence, which in turn leads to other mistakes, including investment mistakes—such as taking too much risk and failing to diversify—which can be very expensive. 

   Social psychologists Carol Tavris and Elliot Aronson, authors of the wonderful book Mistakes Were Made (but not by me), provide us with further insights on the stubborn failure of investors to “fess up” and abandon the pursuit of alpha through active strategies. They explain:

   “Most people, when directly confronted with proof that they are wrong, don’t change their point of view or course of action but justify it even more tenaciously. Politicians, of course, offer the most visible, and often tragic, examples of this practice … We even stay in an unhappy relationship or merely one that is going nowhere because, after all, we invested so much time in making it work.”

   Tavris and Aronson explain:

   “Self-justification has costs and benefits. By itself it’s not necessarily a bad thing. It lets us sleep at night. Without it we would prolong the awful pangs of embarrassment. We would torture ourselves with regret over the road not taken or over how badly we navigated the road we did take. We would agonize in the aftermath of almost every decision … Yet mindless self-justification, like quicksand, can draw us deeper into disaster. It blocks our ability to even see our errors, let alone correct them. It distorts reality, keeping us from getting all the information we need and assessing issues clearly.” 

   Investors, both individuals and institutions, relying on the past performance of active managers, and rankings like Morningstar’s ratings, hire managers, eventually firing most of them, and repeat the process. They do so without ever asking: “What am I doing differently in the selection process so I don’t repeat the mistake I made last time?” In a triumph of self-justification, they end up doing what Einstein said was the definition of insanity—the same thing over and over again and expecting a different outcome.17

   Tavris and Aronson note:

   “None of us can live without making blunders. But we do have the ability to say: ‘This is not working out here. This is not making sense.’ To err is human, but humans then have a choice between covering up or fessing up. The choice is crucial to what we do next. We are forever being told that we should learn from our mistakes, but how can we learn unless we first admit we make any?”

   Unfortunately, admitting mistakes is a difficult hurdle for many. A great example of this behavioral problem is Lord Molson’s (a 20th century British politician) clever insight into his own behavior: “I will look at any additional evidence to confirm the opinion to which I have already come.” This leads to the well-documented problem of confirmation bias. 

   Perhaps the saddest part is that you miss out on just how freeing it can be to admit a mistake. Tavris and Aronson told a story about a friend who went to traffic school and heard excuse after excuse for running red lights or making illegal U-turns. This friend became so fed up with it, he stood in front of the instructor when it was his turn and said “I didn’t stop at a stop sign. I was entirely wrong and I got caught.” The entire room burst into applause. 

   If you’ve hired and fired fund managers and/or advisors advocating active strategies, or have been using active strategies on your own and have underperformed appropriate risk-adjusted benchmarks, perhaps it’s time you fessed up?

   Having completed our journey through the land of the incredible shrinking alpha, and examined why so many investors ignore the evidence and continue to play the loser’s game, we move to a pair of chapters about how to put into practice the winner’s game and invest based upon everything we have learned so far. Chapter 6 includes five things you can control and which you should think about. Chapter 7 discusses asset allocation and portfolio management.

   

    
     
      Since the original publication of Larry’s first book, both have gone on to win Nobel Memorial Prizes in Economics.
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   Chapter 6: What You Can Do

   Those readers who watched too many old science fiction movies may recognize the reference in our title to the 1957 classic, The Incredible Shrinking Man. In that film the protagonist begins shrinking, eventually becoming microscopic and undetectable to people. At the end of the movie he proclaims: “My fears melted away. And in their place came acceptance. All this vast majesty of creation, it had to mean something. And then I meant something too … I still exist!” 

   Can we likewise accept the fact that the ability to generate alpha is persistently shrinking? And since the ability to generate alpha is very difficult to identify before the fact, what can one do?

   Generating alpha is so difficult that Charles Ellis called active management’s quest for it the loser’s game. The reason is not that it is impossible to generate alpha. Instead, it is that focusing your efforts on trying to find alpha is highly unlikely to prove productive. Thus, the prudent decision is to abandon the quest and play the winner’s game. Instead of focusing your efforts on generating alpha, you should focus on the five critical things you can actually control:

    
    	Determine what risks you want to take—what asset classes and factors do you want exposure to—and how much exposure should you have to each?

    	Diversify the risks you take sufficiently to minimize idiosyncratic (uncompensated) risks.

    	Invest only in funds whose construction rules are evidence-based (as opposed to being based on opinions), transparent, and implemented in a systematic, replicable way.

    	Keep all of your costs low, including fees and taxes.

    	Stay disciplined, adhering to your well-thought-out plan, ignoring the volatility of the market.

   

   In this chapter, we review in turn each of these five things that you can control.

   1. What risks to take and how much of them?

   All investing involves risk. Even the so-called risk-free rate, while offering no absolute loss, can fall short of inflation and leave you with reduced purchasing power. And greater risk should come with greater expected return. However, this greater return is only expected, not guaranteed—otherwise it would not really be a risk. Thus, a crucial task is determining which risks to take and how much of them.

   One source of risk comes from the asset classes in which you choose to invest. Stocks are riskier than bonds—they are more volatile and suffer greater shortfalls. Stocks also tend to fail at the worst possible times, such as during recessions when your labor capital can be subject to increased risk. However, over time this equity risk has compensated those who can bear it with greater returns. Similarly, bonds have outperformed cash. You should also invest across different regions of the world. Here again emerging markets offer greater risk and greater potential reward than more developed economies. In addition, they diversify economic and geopolitical risks. 

   As we have argued in this book, another source of risk comes from the factors in which you invest. We believe that before investing in a factor, the evidence should demonstrate that the premium has been persistent (works across extended time periods), pervasive (exists across economic regimes, and in a variety of countries and even types of assets), robust to various definitions (such as price-to-earnings, price-to-book, and price-to-cash flow in the case of the value factor), implementable (meaning survives transactions costs), and that it has intuitive risk- or behavioral-based explanations that provide reasons for believing that the premium should persist in the future. 

   For example, we would expect small and value stocks to continue their historical outperformance because they have been effective in the U.S. since at least 1927 and worked across multiple countries and regions as well. Similarly, momentum and quality have been gaining greater acceptance. And newer factors such as low volatility, betting against beta, and investments have been rigorously tested and are worth considering. 

   Not only must you decide which risks to take, but also how much. There is a great temptation to say you want high returns and, thus, load up on higher-risk assets. However, you should be confident that you are capable of bearing the associated risks. Those who sell off when a factor (or asset class, or any unique source of risk and return) underperforms for a long time (and all risk assets go through such periods) all too often end up buying high and selling low. Thus, setting an appropriate long-term allocation, one you are willing to live with through good and bad times, is a necessary condition for investment success. 

   2. Diversify your risks 

   Your investment strategy should be based on the following three key principles. First, markets are highly, though not perfectly, efficient. That leads to the conclusion that active management is the loser’s game. Second, with markets being efficient, you should believe that all unique sources of risk have similar risk-adjusted returns, not similar returns, but similar risk-adjusted returns. Third, if all unique sources of risk have similar risk-adjusted returns, then portfolios should be diversified across as many unique/independent sources of risk and return as you can identify that meet our five aforementioned criteria. Based on our discussion on crowding in Chapter 4, we prefer risk-based explanations because risk cannot be arbitraged away, although popularity, and the resulting cash flows, can reduce premiums. However, we are willing to accept behavioral explanations because of limits to arbitrage, which, along with the tendency for human behavior to remain unchanged, allow anomalies, such as the poor performance of small growth stocks with high investment and low profitability, to persist. 

   Deciding which risks to take is only part of what is needed to play the winner’s game. The risks you choose must then be combined into a portfolio. Building an appropriate portfolio means avoiding idiosyncratic risk—risk from concentrated holdings which can be avoided through diversification. By choosing an appropriate amount of complementary positions—ones that tend to zig while others zag—you can balance the various risks and produce a portfolio allocation that is tailored to your unique ability, willingness and need to take risk. Thus, diversification means not just differing sets of returns during good times, but also adequate downside protection during bad times.

   Diversification has been called the one free lunch in investing. Thus, we suggest that you eat as much of it as you can. Rather than trying to pick stocks or funds that will provide alpha, instead focus on the underlying drivers of their returns and how they fit together.

   3. Invest in systemically managed (structured) funds 

   There are a variety of systematically managed funds that provide exposure to these asset classes and factors. While many of these are index funds, systematic does not necessarily have to mean indexed. Well-designed structured funds not only have the ability to provide deeper exposure to desired factors than commercially available indexes, but they can minimize, or avoid, exposure to the negatives of indexing. Among the negatives of indexing are:

    
    	Sensitivity to risk factors varies over time. Because indexes typically reconstitute annually, they lose exposure to their asset class (or factors, such as market beta, size, value, momentum and profitability) over time as stocks migrate across asset classes during the course of a year.

    	Forced transactions can result in higher trading costs. Accepting the risk of tracking variance also allows structured funds to engage in patient trading strategies such as using algorithmic trading programs. Patient trading also provides opportunities to “sell liquidity” and earn a premium by purchasing stock at a discount. The opportunities arise (specifically in small- and especially micro-cap stocks) from the desire of active investors to quickly sell more stock than the market can absorb at the current bid. This can be a large benefit during periods of crisis, as long as the fund itself is not subject to investors fleeing the fund in a panic.

    	Risk of exploitation through front-running. Active managers can exploit the knowledge that index funds must trade on certain dates.

    	Inclusion of all stocks in the index. Research has found that very low-priced (“penny”) stocks, extreme small growth stocks, stocks in bankruptcy, and IPOs have poor risk-adjusted returns. A structured portfolio could exclude such stocks using a simple filter.

    	Limited ability to pursue tax-saving strategies, including avoiding intentionally taking any short-term gains and offsetting capital gains with capital losses. Structured portfolios can accept deviation from the benchmark in order to engage in techniques which reduce taxes such as tax loss harvesting and deferred selling until short-term gains become long-term. Excluding REITs (which could then be held in a dedicated REIT fund in a tax-advantaged account) also improves tax efficiency.

    	Lowered ability to preserve qualified dividends. A fund must own the stock that earns the dividends for more than 60 days of a prescribed 121-day period. That period begins 60 days prior to the ex-dividend date.

    	Inability to limit securities lending revenue to the expense ratio. When lending securities, otherwise qualified dividends become non-qualified, losing their preferential tax treatment. However, from a tax perspective, securities lending revenue can be first used to offset the expense ratio of the fund. For taxable investors, the added tax burden could outweigh the extra income. Tax-managed structured funds can explicitly take this into consideration.

    	Inability to screen for other factors. There are structured small and value funds that have successfully been using momentum screens, incorporating them into their fund construction strategies, thus allowing them to avoid buying stocks that fall into their buy range, but are exhibiting negative momentum.

   

   4. Keep your costs low

   One thing you can certainly control is costs—the less you pay the more you keep. The most obvious component of costs is the overall fees charged by funds. This includes not only the management fee, but other expenses such as for marketing and loads when you buy or sell the fund. Indeed, research has shown that the best predictor of relative fund performance is the expense ratio. Funds which expend great effort in the quest for alpha tend to have higher fees. The lower fees of passive funds which avoid this doubtful task are the main reason for their superior performance. 

   Another set of costs comes from trading. These costs include explicit costs such as commissions and spreads in the price at which one can buy or sell a security. Other trading costs are more implicit, and thus harder to measure. These costs include market impact, or the amount a security’s price will move when you try to trade a large amount. For active funds with high turnover that accumulate large positions in a few stocks, these trading costs can be high indeed, providing another source of drag on returns. 

   Every April, we are reminded of another cost we wish to keep low—taxes. Structured funds with their lower turnover tend to be more tax efficient than their high turnover active counterparts. As noted earlier, active funds not only tend to lag passive ones, but they do even worse after taxes. And there are structured funds that specifically focus on earning the highest after-tax return (not minimizing taxes at the expense of lower after-tax returns). For asset classes such as bonds which tend to be less tax efficient, holding them in a tax-advantaged account such as an IRA or 401(k) can keep the tax bill down.

   While costs should be kept as low as possible, as with everything in life, it is sometimes worth paying more for benefits received. Small-cap value or emerging markets funds tend to have higher fees than a large-cap U.S. fund, but offer exposure to diversifying factors with higher prospective returns. Rebalancing can incur not only transactions costs, but taxes as well. However, it allows you to bring your portfolio to your desired risk and return target. While keeping costs low is an important objective, a fund’s expense ratio should not be your only consideration. 

   Expense ratios should not be your only consideration

   One of the more common mistakes made by investors in index funds (and other structured funds) is that because they view all index funds in the same asset class (such as small cap or small value) as basically the same, the only criteria they use to decide on which fund to purchase is the fund’s expense ratio. While the fund’s expense ratio certainly should be a consideration, it should not be the only criteria. To demonstrate that this is the case, we’ll examine the performance of two small-cap indexes, the Russell 2000 and the S&P SmallCap 600. 

   For the longest period we have data, from inception of the S&P 600 in 1994 through 2019, while the Russell 2000 Index returned 8.90 percent annualized with an annualized standard deviation of 18.84 percent, the S&P SmallCap 600 Index returned 10.55 percent annualized with an annualized standard deviation of 18.11 percent. The S&P 600 far outperformed the Russell 2000 and did so while experiencing less volatility and with great persistence, outperforming more than two-thirds of the time over rolling one-year periods; more than 90 percent over rolling three-year periods; and close to 100 percent over rolling five-year periods. How can two small-cap indexes produce such dissimilar results? 

   As highlighted in S&P’s September 2019 research paper “A Tale of Two Small-Cap Benchmarks: 10 Years Later,” the authors, Phillip Brzenk, Bill Hao, and Aye M. Soe, demonstrate how the two small-cap indexes have construction rules that explain the variation in their performance. For example, a major part of the outperformance was explained by S&P’s inclusion of a profitability factor embedded in the S&P SmallCap 600 Index. The authors also noted that the S&P 600 benefited from including firms with not only greater profitability, but greater liquidity and higher investability (greater free float). However, while returns were higher for both individual factors, the alphas were not statistically significant and the Sharpe ratios were not superior. 

   The following table from the paper highlights the major differences in construction rules that contributed to the outperformance of the S&P index.

   Index methodologies

    
     
     
     
     
    
     
      
      	 Inclusion

 
      	 S&P SmallCap 600

 
      	 Russell 2000

 
     

      
      	 Financial viability

 
      	 The sum of the most recent four consecutive quarters’ as-reported earnings should be positive, plus the most recent quarter

 
      	 None

 
     

      
      	 Liquidity

 
      	 Requires annual trading turnover of at least 100% of shares outstanding and a minimum traded shares of 250,000 in each of the six months leading to the evaluation date

 
      	 None

 
     

      
      	 Public float

 
      	 At least 10% of shares publicly floated

 
      	 At least 5% of shares publicly floated

 
     

      
      	 Reconstitution of stocks

 
      	 Throughout the year, as corporate actions arise

 
      	
     

      
      	 IPO seasoning

 
      	 6–12 months required

 
      	 None

 
     

      
      	 Domicile of constituents

 
      	 U.S. companies, based on multiple criteria such as fixed assets, revenues, listing, etc.

 
      	 U.S. companies, based on multiple criteria such as fixed assets, revenues, listing, etc.

 
     

      
      	 Sector classification

 
      	 Global Industry Classification Standard (GICS)

 
      	 Proprietary sector classification framework

 
     

    
   

   Source: S&P Dow Jones Indices LLC, FTSE Russell. Table is provided for illustrative purposes.

   Of particular note is that S&P makes changes to the index on an “as needed” basis, reducing the transparency that allows active managers to front-run changes in other indexes. S&P’s paper cited the well-documented research showing the negative impact on the Russell index from rebalancing and reconstitution. And by examining returns by calendar month, they showed that the greatest outperformance was in the month following reconstitution, July (t-stat of 2.7, significant at the 5 percent confidence level). However, they did note a declining level of outperformance (16 basis points less than 10 years ago), as Russell has made some changes to decrease the impact. 

   Another key finding, related to S&P’s profitability screen, was that firms that had positive earnings in the most recent four consecutive quarters and the most recent quarter (a greater percentage of stocks in the S&P index meet that criteria) outperformed those that did not. Likewise, they found that S&P’s stricter free-float requirement (10 percent versus 5 percent for Russell) resulted in 91 percent of stocks in the S&P index having at least 50 percent of shares publicly floated versus 81 percent for the Russell index. S&P also has an annual share turnover requirement of at least 100 percent and a minimum share volume of at least 250,000 in the prior six months. These screens are there to address the issue of greater trading costs for small-cap stocks. They also found that stocks that met that criteria produced higher returns in both indexes. Thus, the S&P index benefited more. 

   S&P’s research paper also showed that when they combined the three metrics of profitability, investability and liquidity (which included not only a measure of free float but also trading volume), they found that stocks that met all three criteria outperformed those that did not by between 1.3 percent (for the S&P small-cap universe of 2,460 stocks) and 1.6 percent (for the Russell 2000). Both figures were statistically significant, and they also produced higher Sharpe ratios. However, it is worth noting that the results were actually weaker than the measurements on profitability alone. This is consistent with the findings that investability and liquidity were not individually significant for returns. The benefits of investability and liquidity filters do offer the potential for lower transaction costs. 

   The research paper next examined the results of a four-factor (beta, size, value and quality) regression. It showed that the S&P index benefited from a highly significant 0.25 loading on the quality factor (because of its profitability screen), while the Russell index had a statistically insignificant exposure of just 0.03. 

   And finally, the fund construction rules led to a dramatic difference in turnover—just 13.34 percent for the S&P 600 versus 38.77 percent for the Russell 2000. Not only does that lead to much lower implementation costs (an estimated 16 basis points for the S&P index versus 47 basis points for the Russell index), but to greater tax efficiency as well. 

   We’ll take a brief look at the asset class of U.S. small value stocks to see how different indexes can produce different outcomes. And we’ll use a different index provider as well. Here we compare the returns of the MSCI US Small Cap Value Index to the returns of the Russell 2000 Value Index. From 1994 through 2019, the MSCI index’s return of 10.5 percent outperformed the Russell index’s return of 9.7 percent by 0.8 percentage points per annum, and did so with a slightly lower annualized standard deviation—16.5 percent versus 17.1 percent. Once again, we see that the selection of indexes matters because different indexes on similar universes can produce very different performance results. The different outcomes can result from how the index defines value. For example, Russell uses only the price-to-book (P/B) metric, while MSCI uses dividend yield and forward-looking price-to-earnings in addition to P/B. 

   The above data provides another important lesson. When examining the performance of an active fund versus its self-declared benchmark, be aware that the active fund will almost certainly choose the benchmark that is easiest to beat (now you know why most active small-cap mangers will choose the Russell 2000 over the S&P 600).18 On the other hand, you should compare the performance of the active fund versus the optimal structured fund choice.

   We now turn to the fifth of the critical issues you control that are the keys to being a successful investor: Staying disciplined.

   5. Stay disciplined

   “Success in investing doesn’t correlate with IQ. Once you have ordinary intelligence, what you need is the temperament to control the urges that get other people in trouble investing.” 

   —Warren Buffett, BusinessWeek, June 25, 1999

   One of the most common mistakes investors make, and one that can cause the most damage, is that when it comes to evaluating investments and investment strategies most think that three years is a long time, five years a very long time, and 10 years an eternity. In fact, financial economists know that 10 years can be nothing more than noise. Adding to the problem is that recency bias leads many to abandon even well-thought-out plans. Which is why temperament (the ability to stay disciplined and ignore the “noise” of the market) trumps intelligence when it comes to being a successful investor. In fact, investing is that rare field where someone with no experience can outperform those with the strongest technical backgrounds.

   With this knowledge we still need to answer the question: “If three, five or 10 years is not enough time to wait for a strategy to work, how long should you wait?” Here’s the way to think about the problem. 

   First, while most think about investing in terms of risk, it’s actually closer to uncertainty—the difference being that with risk we know the odds, or at least can estimate them with a high degree of confidence, while with uncertainty this is not the case. 

   Second, while it is true that the longer the investment horizon, the lower the likelihood that risky investments will underperform “riskless” Treasury bills, no matter how long the investment horizon, there must be the possibility that any investment strategy will underperform. For example, there have been three periods (1929–43, 1966–82, and 2000–12) of at least 13 years over which the S&P 500 Index underperformed riskless one-month Treasury bills. If such periods did not exist, there would be no risk for long-term investors (and there should be no other kind)—and no excess return. And, sadly, there are no crystal balls. Thus, the best we can do is to put the odds in our favor. 

   Third, the best way to put the odds in our favor is to diversify across many unique sources of risk, diversifying across the systematic risk involved in any investment strategy (asset class/factor), avoiding the risk of having too many eggs in one undiversified basket. 

   That brings us to the question of how do you gain confidence that an investment strategy is likely to deliver an expected return? Without such confidence the inevitable bad periods will lead you to abandon the strategy. We first provided the answer in our 2016 book, Your Complete Guide to Factor-Based Investing—to have confidence in a strategy, and the faith to adhere to it even after 10 or more years of underperformance, you must be convinced that there is enough evidence that the premium has the following characteristics: 

    
    	Persistent across a long period of time and across different economic regimes; 

    	Pervasive across industries, countries, regions and even asset classes; 

    	Robust to various definitions; 

    	Implementable (survives all costs); 

    	Intuitive risk-based or behavioral-based explanations for why you believe it should continue to exist. 

   

   If an investment strategy can meet all the above criteria, then even after long periods of underperformance the only reason you should consider abandoning the strategy is if there is sufficient evidence that convinces you that the strategy could no longer pass those tests. With that in mind, and understanding that even good investment strategies can cease to work if sufficient cash flows into them to drive prices to a level that eliminates the expected premium, we can take a look at two investment strategies that as of 2020 had underperformed for 10 years—value and emerging markets. We hope that doing so highlights for you the importance of staying disciplined and provides examples of an analytical approach that can give you the faith to do so.

   1. Value

   First, in addition to meeting the criteria of persistence, pervasiveness, robustness, and implementability, there is a large body of evidence providing us with both risk- and behavioral-based explanations for the existence of the value premium. Those explanations are still valid. For those interested in the evidence we recommend Your Complete Guide to Factor-Based Investing.

   Second, if, as many people believe, the publication of findings on the value premium has led to cash flows that have caused it to disappear, we should have seen massive outperformance in value stocks as investors purchased those equities and sold growth stocks. Yet, the last 10 years have witnessed the reverse in terms of performance. In addition, if cash flows had eliminated the premium, the buying of “undervalued” value stocks and selling of “overvalued” growth stocks should have led to a reduction in the valuation spreads between value stocks and growth stocks. 

   Larry kept a table from a seminar Dimensional Fund Advisors gave in 2000. It shows that at the end of 1994, the P/B ratio of large growth stocks was 2.1 times as big as the P/B ratio of large value stocks. Using Morningstar data, as of year-end 2019, the iShares S&P 500 Growth ETF (IVW) had a P/B ratio of 6.5 and the iShares S&P 500 Value ETF (IVE) had a P/B ratio of just 2.2—the spread has actually widened from 2.1 to 3.0. Thus, according to that metric, value stocks are much cheaper today, relative to growth stocks, than they were shortly after Fama and French published their famous research. In other words, the ex-ante value premium is alive and well. 

   We can also look at the P/E metric. In 1994, according to the Dimensional table, the ratio of the P/E in large growth stocks relative to the P/E in large value stocks was 1.5. As of year-end 2019, and again using Morningstar data, IVW had a P/E ratio of 23.4 and IVE had a P/E ratio 15.3. Thus, the ratio, at 1.5, was unchanged. There’s no evidence here that cash flows have eliminated the premium. 

   We see similar results when we look at small stocks. The Dimensional data shows that at the end of 1994 the P/B of the CRSP 9–10 (microcaps) was 1.5 times as large as the P/B of small value stocks. Using Morningstar data, and Dimensional’s microcap fund (DFSCX) for microcaps and its small value fund (DFSVX) for small value stocks, as of year-end 2019, the ratio of the funds’ respective P/B metrics was the same 1.5 (1.6÷1.1). When we look at P/E, again the results are similar. At the end of 1994, the ratio of those funds’ respective P/E metrics was 1.2; it was virtually unchanged at the end of 2019. Again, we see no evidence that cash flows have eliminated the premium. 

   Using data from Ken French’s website, we also see similar results when we look at the period starting in 2008. In 2008, the ratio of the P/B of U.S. growth stocks (4.7) to U.S. value stocks (1.1) was 4.3. By the end of 2019 the ratio had increased to 7.1 (6.1÷0.9), the opposite of what you would expect if cash flows had eliminated the premium. 

   In addition, if the value premium were dead, we should expect to see the same evidence in international markets. The table below shows the performance of the value premium using various metrics. The period is 2008 through 2019.

    
     
     
     
     
    
     
      
      	 2008–2019

 
      	 International average annual premium (%)

 
      	 U.S. average annual premium (%)

 
     

      
      	 Book/Market

 
      	 0.7

 
      	 −3.9

 
     

      
      	 Earnings/Price

 
      	 2.5

 
      	 −0.6

 
     

      
      	 Cash Flow/Price

 
      	 1.3

 
      	 −3.0

 
     

      
      	 Dividend/Price

 
      	 2.2

 
      	 −0.8

 
     

    
   

   As you can see, no matter which valuation metric we use, we observe a value premium in international markets. 

   Based on the logical, risk-based explanations for the value premium, as well as the behavioral-based explanations for it, and the lack of evidence pointing to shrinking valuation spreads, the conclusion you should draw is that the most recent period of underperformance is likely just another of those occasionally occurring, but fairly long, periods in which the value premium is negative.

   The following table, which covers the period 1927 through 2019, shows the historical odds of a negative premium for the three factors of market beta, size and value. (Data is from the Fama/French Data Library.)

   Historical odds of underperformance, rolling periods 1927–2019*

    
     
     
     
     
     
     
     
    
     
      
      	
      	 1 year

 
      	 3 years

 
      	 5 years

 
      	 10 years

 
      	 20 years

 
     

      
      	 Market beta

 
      	 30

 
      	 23

 
      	 22

 
      	 15

 
      	 0

 
     

      
      	 Size

 
      	 45

 
      	 46

 
      	 40

 
      	 30

 
      	 16

 
     

      
      	 Value

 
      	 39

 
      	 28

 
      	 19

 
      	 7

 
      	 0

 
     

    
   

   * Factor premiums are calculated on an annual average basis, not annualized. 

   As you can see, all premiums go through long periods of underperformance. And if such periods did not occur, there would be no risk, and no risk premium.

   2. Emerging markets

   We can apply the same approach to emerging markets. There is certainly a logical risk-based reason (much greater volatility due to less stable economies and political systems) to expect that emerging markets have higher expected returns than developed markets. And from 1988 (inception of the MSCI Emerging Markets Index) through 2007, the MSCI Emerging Markets Index (gross of dividends) returned 16.3 percent, and outperformed the S&P 500 Index’s return of 11.8 percent by 4.5 percentage points per year. However, from 2008 through 2019 the S&P 500 Index outperformed the MSCI Emerging Markets Index by 7.2 percentage points per year (9.1 percent versus 1.9 percent). The result is that over the full period the returns of the two indexes were almost identical, with the S&P 500 outperforming by 0.1 percentage points per year, 10.8 percent versus 10.7 percent.

   Let’s now look at the current valuations. As of year-end 2019, the earnings yield (E/P) of the Shiller CAPE 10 (valuation measure usually applied to the S&P 500 Index, defined as price divided by the average of 10 years of earnings adjusted for inflation) for the U.S. was just 3.2 percent versus 6.7 percent for the emerging markets. The CAPE 10 E/P is as good a predictor of future real returns as we have. Thus, the market is estimating that emerging market stocks will produce a 3.5 percent higher real return than will U.S. stocks. We can also look at current P/E ratios. Using Morningstar data, we see that at year-end 2019, Vanguard’s Total U.S. Stock Market Fund (VTSMX) had a P/E of 19.4 while their Emerging Markets Index Fund (VEIEX) has a P/E of just 13.1. The current P/E has similar explanatory power as the CAPE 10. Using the earnings yield we see that the expected real return to U.S. stocks is 5.2 percent versus 7.6 percent for emerging market stocks. 

   Again, we see that there is no logical reason to believe that emerging markets no longer have higher expected returns (not higher risk-adjusted returns) than does the U.S.

   We now turn to Norse mythology to provide you with another example of the importance of staying disciplined.

   Factor Fimbulwinter

   In Norse mythology, Fimbulvetr (commonly referred to in English as “Fimbulwinter”) is a great and seemingly never-ending winter. It continues for three seasons—long, horribly cold years that stretch on longer than normal—with no intervening summers. It is a time of bitterly cold, sunless days where hope is abandoned and discord reigns.

   In June 2018, observing a Fimbulwinter for value stocks, with the traditional price-to-book value factor having failed to establish new highs since December 2006 and sitting with a 25 percent drawdown, Corey Hoffstein of Newfound Research wrote a paper, “Factor Fimbulwinter” addressing the issue of how long is long enough to determine if a strategy was no longer working. He explored the evidence that would be required for us to dismiss other, already established anomalies. Using past returns to establish prior beliefs, he simulated out forward environments and used Bayesian inference to adjust his beliefs over time, recording how long it would take to finally dismiss a factor. He found that “Sixty-seven years is the median number of years we will have to wait until we officially declare price-to-book to be dead … For most factors, we would have to live through several careers to finally witness enough evidence to dismiss them outright. Thus, while factors may be established upon a foundation of evidence, their forward use requires a bit of faith.”

   Further evidence

   Eugene Fama and Ken French examined the volatility of the three equity premiums of market beta, size, and value in their 2018 study “Volatility Lessons.” The study covered the period from July 1963 through December 2016. Fama and French noted that while most of the news about equity premium distributions for longer return horizons is good, there is bad news. They used the realized monthly returns from the period their study covered to construct long-horizon simulation returns and found that for the three- and five-year periods that are often the focus of professional investors, negative equity premiums occur in 29 percent of three-year periods and 23 percent of five-years periods of simulation runs. Even for 10- and 20-year periods, negative premiums occur in 16 and 8 percent of simulation runs, respectively.

   Fama and French found similar results for the size and value premiums and concluded that this is simply the nature of risk—if you want to earn the expected (the mean of the distribution of potential outcomes) premiums, you must accept the fact that you will experience losses, no matter how long your horizon. Said another way, if you can’t stand the heat, get out of the kitchen. They concluded:

   “The high volatility of stock returns is common knowledge, but many professional investors seem unaware of its implications. Negative equity premiums and negative premiums of value and small stock returns relative to market are commonplace for three- to five-year periods, and they are far from rare for ten-year periods. Given this uncertainty, investors who will abandon equities or tilts toward value or small stocks in the face of three, five, or even ten years of disappointing returns may be wise to avoid these strategies in the first place.”

   Diversification means being uncomfortable

   Investors face a choice. They can either own a traditional market-like portfolio, which has most of its risk (almost 90 percent) concentrated in the single factor of market beta, or they can choose to diversify across as many unique sources of risk and return that they can identify that meet all their established criteria. The first path is the comfortable one in the sense that your portfolio will not cause any tracking variance regret—you won’t be underperforming popular benchmarks which are reported on a daily basis by the financial media. On the other hand, that strategy will likely be highly uncomfortable during periods like 1973–74, 2000–02, and 2008, when the single factor (market beta) that dominates this portfolio’s risk suffers from severe bear markets. 

   Failing conventionally is always easier than failing unconventionally (misery loves company). And, while based on the historical mean and historical volatility, the market beta premium should be expected to be negative about 9 percent of the time over 10-year periods, we should expect more frequent failures in the future because current valuations are much higher than historical valuations. Thus, we should expect a smaller premium. From 1927 through 2018, the market beta premium was 8.5 percent. Most financial economists expect it to be much smaller going forward, perhaps half as much. A smaller premium with the same volatility means greater odds of negative returns.

   The second path, diversification, is more likely to lead to successfully achieving goals. However, it does mean having to live with the fact that your portfolio will perform very differently than traditional portfolios, creating the risk of tracking variance regret. In that sense, diversification is not a free lunch. It means living through uncomfortable periods, even long ones. And, during periods of failure, it means failing unconventionally, which is much harder to deal with. 

   It’s also important to avoid the all-too-human error of overconfidence. We have found that actually living through long periods of underperformance is much harder than reviewing them in the historical data or a backtest.

   Given that you must accept that whichever path you choose you will have to live through uncomfortable times, it seems logical that you should choose the path that gives you the highest odds of achieving your goals. And that is choosing the more efficient portfolio, the more diversified one, and saying “I don’t give a damn about tracking variance regret because relativism has no place in investing.” 

   Your investment strategy should be based on evidence, data, and logic—the criteria laid out above. And you should not be swayed to change your strategy unless you are convinced that the underlying assumptions on which your strategy was based have changed. 

   A fitting conclusion is the following from Adam Butler of ReSolve Asset Management: “Investing provides a premium because it is uncomfortable. The more experience I accumulate in this business, the more I have come to believe that the returns an investor can expect to achieve are directly proportional to the amount of discomfort that they are willing to tolerate.” We couldn’t agree more.

   Summary

   These basic steps: focusing on what risks you want to take—what asset classes and factors do you want exposure to—and how much exposure should you have to each; diversifying the risks you take sufficiently to minimize idiosyncratic (uncompensated) risks; investing only in funds whose construction rules are evidence-based (as opposed to being based on opinions), transparent, and implemented in a systematic way (like index and structured funds); keeping all of your costs low, including fees and taxes; and staying disciplined, adhering to your plan, should help you play the winner’s game of focusing on what you can actually control. 

   We now move on to establishing your asset allocation, the determinant of which types of risks, and how much of them, you choose to take.

   

    
     
      The above study was written by S&P. The Russell 2000 has a longer history than the S&P 600. And since it includes a broader set of small-cap stocks it is a more appropriate benchmark. However, the results of the S&P 600 show the benefits of some simple rules in constructing a structured portfolio, our main point.
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   Chapter 7: Asset Allocation

   Introduction to asset allocation

   We now turn to a discussion of asset allocation, with an eye towards how it is affected by the incredible shrinking alpha. The multitude of decisions required to make an appropriate asset allocation are the basis for entire books (including Larry’s The Only Guide You’ll Ever Need for the Right Financial Plan of 2010), and, therefore, beyond the scope of this book. With that said, this chapter focuses on providing you with the most important concepts as well as a systematic way to think about each decision. 

   We begin with a discussion on the important difference between risk and uncertainty. Investing deals with both risk and uncertainty. In 1921, University of Chicago professor Frank Knight wrote the classic book, Risk, Uncertainty, and Profit. Knight defined risk and uncertainty as follows: “Risk is present when future events occur with measurable probability. Uncertainty is present when the likelihood of future events is indefinite or incalculable.”

   In some cases, we know the odds of an event occurring with certainty. The classic example is that we can calculate the odds of rolling any particular number with a pair of dice. Because of demographic data, we can make a good estimate of the odds a 65-year-old couple will have at least one spouse live beyond age 90. We cannot know the odds precisely because there may be future advances in medical science extending life expectancy. Conversely, new diseases may arise, shortening it. Other examples of uncertainty are: the odds of an oil embargo (1973), the odds of an event such as the attacks of September 11, 2001, or the odds of North Korea launching a nuclear missile. That concept is uncertainty.

   It is critical to understand the important difference between these two concepts, risk and uncertainty. Consider the following example. An insurance company might be willing to accept a certain amount of hurricane risk in Dade and Broward Counties in Florida. They would price insuring this risk based on perhaps 100 years of data that includes the likelihood of hurricanes occurring and the extent of their damage. But only a foolish insurer would place a bet large enough to bankrupt the company if more or worse hurricanes occurred than in the past. That would be ignoring the uncertainty about the odds of hurricanes occurring—the future might not look like the past. (A number of insurers made this bad bet, incurring massive losses when Hurricane Andrew swept through Florida in 1991.)

   Just as there are foolish insurance companies, there are foolish investors. The mistake many make is to think that equities have risk with odds that can be precisely calculated. This tendency appears with great regularity when economic conditions are good. Their “ability” to estimate the odds gives a false sense of confidence, leading them to decide on an equity allocation exceeding their ability, willingness, and need to take risk.

   During crises the perception about equity investing shifts from risk to uncertainty. We often hear commentators use phrases like “there is a lack of clarity or visibility.” Since we prefer risky bets (where we can calculate the odds) to uncertain bets (where the odds cannot be calculated), when we see markets as uncertain, the risk premium demanded rises. It is the rise in the risk premium that causes severe markets.

   The historical evidence is clear that dramatic falls in prices lead to panicked selling as investors eventually reach their “GMO” point. The stomach screams, “Do Not Just Sit There. Do Something: Get Me Out!” Investors have demonstrated the unfortunate tendency to sell well after market declines have already occurred and buy well after rallies have long begun. The result is they dramatically underperform the very mutual funds in which they invest. 

   That is why it is so important to understand that investing is always about uncertainty and you should never choose an asset allocation that exceeds your risk tolerance. Avoiding that mistake provides the greatest chance of letting our heads, not our stomachs, make investment decisions. Stomachs rarely make good decisions. John Stepek, author of The Sceptical Investor, offered this advice: “Making good decisions is mostly about putting distance between your gut and your investment choices.”

   With this understanding of the difference between risk and uncertainty, we turn to discussing the role of the traditional assets of stocks and bonds in a portfolio. From 1926 through 2019, the S&P 500 returned 10.2 percent per year, outperforming five-year Treasury bonds, which returned 5.1 percent per year, by 5.1 percentage points, and one-month Treasury bills (considered the riskless investment), which returned 3.3 percent per year, by 6.9 percentage points. Those higher returns were not a free lunch as they were accompanied by much greater volatility. The annual standard deviation of the S&P 500 was 19 percent, more than four times as great as that of five-year Treasuries, and more than 20 times that of one-month treasuries. In other words, investors in stocks earned an equity risk premium for taking on much greater risk. That leads us to understanding the role of stocks and bonds in a portfolio. Basically, because of the equity risk premium, the role of equities is to provide growth of the portfolio. The role of bonds then is to have an amount that is sufficient to dampen the risk of the overall portfolio to an acceptable level. 

   With that understanding, we will look at the decision-making process you should use. In their book, Investments, Zvi Bodie, Alex Kane and Alan Marcus define asset allocation as “the distribution of risky investments across broad asset classes.” Taking a broader view, asset allocation can be defined as the process of investing assets in a manner reflecting one’s unique ability, willingness and need to take risk. Consider these as three different tests.

   The three tests

   As just stated, asset allocation can be divided into three tests that the investor should consider. We now look at these in turn.

   1. The ability to take risk

   An investor’s ability to take risk is determined by four factors:

    
    	Investment horizon.

    	Stability of earned income.

    	Need for liquidity.

    	Options that can be exercised should there be a need for “Plan B.”

   

   We begin with the issue of the investment horizon. The longer the horizon, the greater the ability to wait out the virtually inevitable bear markets. In addition, the longer the investment horizon, the more likely equities will provide higher returns than fixed income investments. 

   The following table provides a guideline, a starting point, for this part of the ability to take risk. It is based on the outcomes from Monte Carlo simulations (see Glossary) and minimum estimated odds of success of 90 percent. If you require a higher estimated success rate, you should be more conservative. Further, the maturity of the fixed income portion of your portfolio should not be longer than your time horizon. The reason is that the main role of fixed income in the portfolio should be safety, not return. Owning bonds whose maturity is beyond your investment horizon takes on risk that is inappropriate.

   Ability to take risks

    
     
     
     
    
     
      
      	 Investment horizon

 
      	 Maximum equity allocation (%)

 
     

      
      	 0–3 Years

 
      	 0

 
     

      
      	 4 Years

 
      	 10

 
     

      
      	 5 Years

 
      	 20

 
     

      
      	 6 Years

 
      	 30

 
     

      
      	 7 Years

 
      	 40

 
     

      
      	 8–9 Years

 
      	 50

 
     

      
      	 10 Years

 
      	 60

 
     

      
      	 11 Years

 
      	 70

 
     

      
      	 12–15 Years

 
      	 80

 
     

      
      	 16–19 Years

 
      	 90

 
     

      
      	 20+ Years

 
      	 100

 
     

    
   

   However, the investment horizon is not the only consideration: Labor (human) capital must also be considered. This asset is often overlooked because it does not appear on any traditional balance sheet.

   An investor’s ability to take risk is impacted by the stability of her labor (human) capital. We can define labor capital as the total value of an individual’s labor. It is a unique asset because it varies by age, health, education, occupation, industry and experience, among other variables, and is nontradeable and difficult to insure/hedge. The greater the stability of labor (earned income), the greater the ability to assume the risks of owning stocks. For example, tenured professors, doctors, or government employees have a greater ability to take risk than either a worker in a highly cyclical industry where layoffs are common, or an entrepreneur who owns a business with cyclical earnings. The reason is that the first group’s earned income has bond-like characteristics. All other things being equal, she has a greater ability to hold stocks. The entrepreneur’s earned income has equity-like characteristics, so he should hold more bonds. In other words, investors should ask themselves, “Am I a stock or a bond?”

   For some, particularly high-net-worth investors and those approaching retirement, labor capital may be a very small part of their overall wealth. For such investors, labor capital considerations should have less impact on the asset allocation decision. For others, labor capital is the dominant asset and should play a major role in the asset allocation decision. 

   A third factor impacting the ability to take risk is the need for liquidity, which is determined by the amount of near-term cash requirements as well as the potential for unanticipated calls on capital. The liquidity test begins by determining the amount of cash reserve one requires to meet unanticipated needs for cash such as medical bills, car and home repair, or job loss. Financial planners generally recommend a cash reserve of about six months of ordinary expenses. 

   The fourth factor impacting the ability to take risk is the presence (or absence) of options (a Plan B) one can exercise should a severe bear market create the risk the investment plan will fail. Options include delaying retirement, taking a part-time job, downsizing the current home, selling a second home, lowering consumption, or moving to a region with a lower cost of living. The more options one has and is willing to exercise, the more risk one can take.

   2. The willingness to take risk

   The willingness to take risk is determined by what can be called the “stomach acid” test. Ask yourself these questions: Do I have the fortitude and discipline to stick with my predetermined investment strategy when the going gets tough? Will I be able to enjoy life and not lose sleep worrying about my portfolio? The answers to these questions help define your willingness to accept risk and play an important role in determining the percentage of equity assets allocated to a portfolio.

   To a large degree, successful investment management depends on the investor’s abilities to withstand periods of stress and overcome the severe emotional hurdles present during bear markets like the ones experienced in 1973–1974, 2000–2002 and 2008–2009.

   The following table provides a guideline for investors to test their willingness to take risk.

   Willingness to take risk

    
     
     
     
    
     
      
      	 Maximum tolerable loss (%)

 
      	 Maximum equity exposure (%)

 
     

      
      	 10

 
      	 10

 
     

      
      	 15

 
      	 20

 
     

      
      	 20

 
      	 30

 
     

      
      	 25

 
      	 40

 
     

      
      	 30

 
      	 50

 
     

      
      	 40

 
      	 60

 
     

      
      	 45

 
      	 70

 
     

      
      	 50

 
      	 80

 
     

      
      	 55

 
      	 90

 
     

      
      	 60

 
      	 100

 
     

    
   

   3. The need to take risk

   The need to take risk is determined by the rate of return required to achieve the investor’s financial objectives. The greater the rate of return needed to achieve one’s financial objective, the more equity (and/or small and value) risk one needs to take. A critical part of the process is differentiating between real needs and desires. These are very personal decisions, with no right answers. However, the further one is from being able to provide for what they identify as their needs, the more risk one will need to take. Therefore, in considering the financial objective, carefully consider what economists call the marginal utility of wealth—how much any potential incremental wealth is worth relative to the risk that must be accepted in order to achieve a greater expected return. While more money is always better than less, at some point most people achieve a lifestyle with which they are very comfortable. At that point, taking on incremental risk to achieve a higher net worth no longer makes sense: the potential damage of an unexpected negative outcome far exceeds any benefit gained from incremental wealth. Put another way, to most people, the possibility of going from rich to poor is unthinkable. And staying rich requires an entirely different approach from getting rich. One gets rich by working hard (or being lucky to inherit wealth) and taking risks (often big ones). However, one stays rich by limiting risk and not spending too much. 

   Each investor needs to decide at what level of wealth their unique utility of wealth curve starts flattening out and begins bending sharply to the right. Beyond this point there is little reason to take incremental risk to achieve a higher expected return. Many wealthy investors have experienced devastating losses that could easily have been avoided if they had the wisdom to know what author Joseph Heller knew. Kurt Vonnegut told this story about Heller:

   “Heller and I were at a party given by a billionaire on Shelter Island. I said, ‘Joe, how does it make you feel to know that our host only yesterday may have made more money than your novel Catch-22 has earned in its entire history?’ Joe said, ‘I’ve got something he can never have.’ And I said, ‘What on earth could that be, Joe?’ And Joe said, ‘The knowledge that I’ve got enough.’”

   The lesson about knowing when enough is enough can be learned from the following incident. In March of 2003, Larry was in Rochester, Minnesota for a seminar based on his book, Rational Investing in Irrational Times: How to Avoid the Costly Mistakes Even Smart People Make. During his visit, he met with a 71-year-old couple with financial assets of $3 million. Three years earlier their portfolio was worth $13 million. The only way they could have experienced that kind of loss was if they had held a portfolio that was almost all equities and heavily concentrated in U.S. large-cap growth stocks, especially technology stocks. They confirmed this. They told Larry that they had been working with a financial advisor during this period—demonstrating that while good advice does not have to be expensive, bad advice almost always costs you dearly.

   Larry asked the couple if, instead of their portfolio falling almost 80 percent, it doubled to $26 million, would it have led to any meaningful change in the quality of their lives? The response was a definitive no. Larry told them the experience of watching $13 million shrink to $3 million must have been very painful. In addition, they probably had spent many sleepless nights. They agreed. He then asked why they had taken the risks they did, knowing the potential benefit was not going to change their lives very much, but a negative outcome like the one they experienced would be so painful. The wife turned to the husband and punched him, exclaiming, “I told you so!” 

   Some risks are not worth taking. Prudent investors do not take more risk than they have the ability, willingness or need to take. Think about it this way: If you’ve already won the game, why still play?

   When conflicts arise

   When the analysis of your ability, willingness and need to take risk leads to the same conclusion, the asset allocation decision is easy. However, there are often conflicts. For example, one can have a high ability and willingness to take risk, but little need. In that case, the answer is simple: because the marginal utility of wealth is likely low, the need to take risk should dominate the decision. Sometimes the choices are more difficult. Consider the following situation with which Larry dealt. 

   Philip was an extremely nervous investor. His willingness to take risk would probably produce an equity allocation approaching zero. He knew, however, that a very low equity allocation was apt to produce very little, if any, growth in the real value of his portfolio. This directly conflicted with his personal objective to retire within 10 to 15 years. To attain this objective, Philip knew he must take more risk—he would have to choose an equity allocation of 80 percent. The lower the equity allocation, the longer he would have to continue in the workforce. His willingness to take risk proved to be in direct conflict with his personal goals. Larry told Philip there was no correct answer to this conundrum. He would have to choose which of his objectives would have greater priority—the need to sleep well or the desire for early retirement. Ultimately, Philip decided his early retirement objective should take priority. He realized this decision was apt to produce those sleepless nights and that his ability and willingness to stay the course might be sorely tested.

   Choosing the higher equity allocation (taking more risk) was the right choice for Philip. However, it will not be the right choice for everyone. In general, we recommend choosing the lowest equity allocation derived from the three tests and then altering your goals. For example, if you find you have a higher need to take risk than your ability or willingness suggests, your plan should use the lower equity allocation recommended by the ability and willingness to take risks. Otherwise, if the risks show up—in the form of bear markets or negative events such as divorce or job loss—the plan will fail and you may not be able to successfully adapt to the change in circumstances. The alternative is to lower your goal, save more now and/or plan on working longer. As discussed earlier, the more options one has, the more risk one can take. Having said that, before taking a higher level of risk, make sure you are truly willing to exercise those options. While it may be possible to move to a lower cost of living area, if your spouse does not want to leave family or friends, it is not likely to be an option you can actually exercise. 

   The tables provided in this chapter are useful tools, and good starting points for deliberations on the asset allocation decision, but many other factors influence that decision. The following sections provide examples to help you make the appropriate decision. With that said, the use of a Monte Carlo simulator is highly recommended for determining your asset allocation. In fact, in most cases, we do not know how you can make an informed decision without utilizing a Monte Carlo simulator—while there are various rules-of-thumb, they may not apply to your specific situation. There are some free Monte Carlo simulators available online, or you could work with an appropriately armed financial advisor.

   Asset allocation decisions

   In this section we provide guidance to help you with the critical decisions you will be making—the ones that determine the risks and expected returns of your portfolio. We provide examples of who should consider taking more risk, and who should consider taking less, and address behavioral issues such as the ability to deal with what is referred to as tracking error.

   Equities versus fixed income

   This is the most important asset allocation decision and the primary determinant of the expected return and risk of a portfolio. We will now examine reasons why an investor should consider having a higher or lower equity allocation.

   Reasons to increase equity exposure

    
    	
Longer time horizon. Younger investors have more human capital (more future labor income) to offset investment risk. In addition, investors with longer horizons have the ability to “wait out” a bear market without being forced to sell in order to meet cash flow needs. This is especially true for investors who are still working. The longer your time horizon, the less likely equities will underperform fixed income investments.

    	
High level of job stability. This is particularly true for individuals with income from jobs having little or no correlation to the economic risks of equity investing and the economy in general. A doctor or a tenured professor has income with bond-like characteristics. A business owner whose income is affected by the performance of the stock market, or does poorly when the economy is doing poorly, has income with more equity-like characteristics.

    	
High tolerance for risk. These individuals may have a full understanding and faith that in the long run they will likely be compensated with higher returns for the increased risk. Or, they may simply not watch their accounts closely. Most importantly, they are willing to accept the consequences if returns are well below those of safe fixed income investments.

    	
Need for higher returns to reach financial goals. In these cases, the willingness and ability to take risk should be carefully evaluated against the need to take risk to ensure the investor fully understands the implications. An alternative to taking extra risk would be to either cut current consumption (providing more investment capital), or to revise goals to ones less financially demanding.

    	
Retirees with multiple streams of stable income (such as pensions and Social Security) that are relatively high compared to needs. We can view these streams of income as quasi-fixed income exposure. High-net-worth investors may also have other streams of income affecting the allocation process.

    	
High marginal utility of wealth. Those whose next dollar earned provides a high marginal utility will have a high willingness and perhaps high need to take risk.

    	
Ability to adjust the “supply” of human capital. Consider the following: You develop a financial plan allowing you to retire at age 65. However, the market’s return falls below the expected return. Or you do not save as much as you expected. You need to work longer. To evaluate the situation, you need to answer questions such as: Will you have the ability to continue in the labor force? What level of income will you be able to generate? Will the market allow you to sell your skills, and at what price? Younger workers typically have more ability to adjust their supply of human capital. Those with a variety of skill sets also have a greater ability to adjust their supply to economic conditions. Those with more ability to adjust their supply of human capital can take more equity risk.

    	
The presence of options one can exercise should a severe bear market create the risk the investment plan will fail. The more options one has, the more risk one can take. It is critical to only include options one is actually prepared to exercise.

   

   Reasons to reduce equity exposure

   The reasons to reduce equity exposure are the opposite of those above, with one additional issue to consider: Human capital should have less impact on appropriate allocations for retirees or high-net-worth investors, who typically have no earned income or minimal earned income relative to their net worth.

   U.S. equity versus international equity

   Investing in international stocks provides the benefit of diversifying the economic and geopolitical risks of domestic investing.19 There have been long periods when U.S. stocks performed relatively poorly compared to international stocks. And the reverse has also been true. Today, the U.S. market makes up about 50 percent of the global equity market. Developed markets account for about three-eighths of the global market capitalization, with emerging markets accounting for the remaining one-eighth. Since the evidence suggests that there is no reason to believe that you can allocate capital more efficiently than the collective wisdom of the market, an allocation of 50 percent U.S., 37.5 percent international developed markets, and 12.5 percent emerging markets is a good starting point. Having said that, there is a reason for having at least some home country bias—international investing is a bit more expensive.

   First, fund expense ratios are a bit higher. Second, trading costs in the form of bid-offer spreads and commissions tend to be higher. Third, other costs such as custodial fees and stamp taxes are greater outside the U.S.20 The logic of diversifying economic and political risks is why investors should consider allocating at least 30 percent, and as much as 50 percent, of their equity holdings to international equities. This is especially important for those employed in the United States, as their labor capital is likely more correlated with domestic risks. Unfortunately, due to what is called home country bias (confusing familiarity with safety), most investors have less than a 20 percent allocation to international equities. Note that this is not just a U.S. phenomenon.

   To obtain the greatest diversification benefit, the exposure to international equities should be unhedged. The reason is that while hedging the currency risk dampens the volatility of the equity portfolio, it increases the correlation of returns of international stocks to U.S. equities.

   Reasons to increase international equity exposure

    
    	
Investor has non-U.S. dollar expenses. An investor may live part of the year overseas, or frequently travel overseas. The investor should consider tailoring the portfolio to gain specific exposure to the currency in which the expenses are incurred. This could also be accomplished by making fixed income investments in the local currency.

   

   Reasons to decrease international equity exposure

    
    	
Tracking variance regret. Tracking variance is defined as underperformance or outperformance versus a benchmark. We only experience regret when the variance is negative. Some investors may not be able to stomach the tracking variance associated with a portfolio with 40 percent or 50 percent of equity invested internationally.

   

   Emerging markets

   Emerging markets comprise those nations whose economies are considered developing or emerging from underdevelopment, including almost all of Africa, Eastern Europe, Latin America, Russia, the Middle East and much of Asia, excluding Japan, Hong Kong and Singapore. Many investors shy away from emerging markets, viewing them as either highly risky investments or pure speculations. The fact that emerging markets are risky should not preclude investors from allocating some portion of their portfolio to them because sometimes we can add risky assets and actually reduce the risk of the overall portfolio—when the correlation of returns is low.

   Another reason to consider investing in emerging markets is that because it is a risky asset class, an efficient market will appropriately price that risk. The result is higher expected returns. They also have low correlations to both domestic and developed international markets, providing diversification benefits.

   Reasons to increase emerging markets equity exposure

    
    	
Increased expected return. The primary reason to increase one’s allocation to emerging markets is to increase the expected return of the portfolio. Investors who need to increase their expected return to meet their financial goals can use an allocation to emerging markets to help meet this objective.

   

   Reasons to decrease emerging markets equity exposure

    
    	
Tracking variance. Emerging markets equity has a relatively low correlation with both the overall U.S. markets and international developed markets. Therefore, emerging markets’ returns may be below their average when the U.S and/or other developed markets are producing above average returns. Some investors may not be able to tolerate this tracking variance. Also, the correlation of emerging markets equity could be high enough in some periods that inclusion of a large allocation to emerging markets could actually increase the volatility of the overall portfolio to an unacceptable level.

   

   It is also important to understand that the correlation of emerging markets to other equity asset classes typically rises during periods of financial turmoil. Thus, when the low correlation is most needed, the correlation is likely to increase. Investors who are either highly sensitive to tracking variance risk or highly risk averse should consider limiting their exposure to emerging markets.

   

   There are two other major asset classes we need to address. As we have discussed, size and value are independent (unique) risk factors in that they provide investors with exposure to different risks than those provided by exposure to market risks. That is why the historical correlations between them and the risk of market beta have been low. For the period from 1927 through 2019, the annual correlation of the market risk factor to the size factor was 0.37 and its correlation to the value factor was 0.10. And the correlation of the size factor to the value factor was just 0.10. In other words, one can effectively diversify equity risks by diversifying across the three independent risk factors, and each risk factor has the potential for increasing investment returns. Thus, investors should at least consider having more exposure to these factors (or asset classes) than does the market portfolio.

   Value versus growth

   When thinking about the guidelines below, remember that the market portfolio is completely neutral with respect to value and growth exposure. It is neither value- nor growth-tilted. Most investors with value-tilted portfolios choose to do so for one of two reasons. They believe either:

    
    	
Value stocks are riskier than growth stocks. Therefore, value stocks should provide a risk premium in the same way that equities should provide a risk premium over the return of safer fixed income investments. This is the traditional finance point of view.

    	
Value stocks are not riskier than growth stocks. They believe investors systematically overprice growth stocks and underprice value stocks—the value premium is a free lunch, not a risk premium. They argue that value stocks provide superior risk-adjusted returns than growth stocks. This is the behavioral finance point of view. Behavioralists use the dot.com bubble of the late 1990s to bolster their argument. They also note that by some statistical measures (such as maximum drawdown and skewness) value and growth stocks have been about equally risky.

   

   Our view is that the issue is neither black nor white, with both traditionalists and behavioralists being partially right: value stocks are riskier than growth stocks, but the risk premium has been too large to be explained totally by the excess risk. In other words, while it may not be a free lunch, it just might be a free stop at the dessert tray.

   For discussion purposes, we will assume the traditional financial view of the value premium being a risk story, but it is helpful to be aware of all viewpoints.

   Reasons to increase value exposure

    
    	
Increased expected return with increased risk. From a traditional finance point of view, investors should tilt toward value if they need to increase the expected return of their portfolios to meet their goals—but only if they are willing and able to accept the incremental risk of value stocks.

    	
Diversification of sources of risk. Consider an investor needing a certain rate of return to achieve his goals. That rate of return can be achieved with a certain exposure to beta (total stock market) risk. The appropriate allocation to the total market (which has no value exposure) might be 60 percent. Another way to achieve the same goal is to lower the exposure to beta (50 percent), but add sufficient value exposure so the two portfolios have the same expected return. Historically, the value-tilted portfolio with a lower exposure to beta has exhibited less volatility. The reasons are that the value premium has been less volatile than the equity premium and has had low correlation to the equity risk premium. 

   

   Reasons to decrease value exposure (or maintain a “market” exposure)

    
    	
Reduced risk. Those taking the traditional finance point of view should favor tilting towards growth stocks to reduce portfolio risk. Investors exposed to value risk factors in ways other than their investments should use this strategy. This includes owners of distressed businesses, and employees and top-level managers of value companies. For this type of investor, a neutral exposure to value or even a growth tilt (compared to the market) may be more appropriate.

    	
Tracking variance. Portfolios tilted toward value will not move in lockstep with the overall market. Investors with value-tilted portfolios must be able to stomach the tracking variance occurring during the inevitable periods of value underperformance. Depending on the investor, a more neutral exposure to value might make sense.

    	
An owner or employee of a value company should probably not tilt as heavily toward value stocks as a tenured professor. Other individuals who should consider not tilting to value stocks (or limiting their tilt) are construction workers, automobile workers, or any employee or owner of a highly cyclical business. For these investors, a neutral exposure to value, or even a growth tilt (compared to the market), might be more appropriate.

   

   Small-cap stocks versus large-cap stocks

   Considerations on how much to invest in small-cap stocks versus large-cap stocks are basically the same as for the value versus growth decision. Small-cap stock risk tends to appear during periods of economic distress, which is when value stocks also tend to perform poorly. Large-cap stocks tend to perform better during these periods because large companies have more diverse sources of capital, are less likely to be cut off from those sources, and are less prone to bankruptcy.

   Reasons to increase small-cap exposure

    
    	
Increased expected return with increased risk. Investors should tilt toward small-cap stocks if they need to increase the expected return from their portfolios to meet their goals—but only if they are willing and able to accept the incremental risk of small-cap stocks.

    	
Stable human capital. Investors not particularly exposed to economic cycle risk might consider tilting their portfolios toward small-cap stocks. Doctors, tenured professors, and retirees with defined benefits generally fit this description. Advertising company executives, construction workers, and most commissioned sales people are more exposed to this type of economic cycle risk.

    	
Diversification of sources of risk. As was discussed in the value section, tilting more to small-cap stocks while lowering the exposure to market beta maintains the expected return of the portfolio while reducing the potential dispersion of returns. The diversification benefit arises from the low correlation of the size risk factor to both the market risk and value risk factors.

   

   Reasons to decrease small-cap exposure

    
    	
Less stable human capital. Tilting toward large-cap stocks might be a valid strategy for investors vulnerable to periods of economic distress. Investors whose business, employment or income might be negatively affected by a poor economy might want to tilt toward larger, safer stocks.

    	
Lower risk. Tilting toward large-cap stocks reduces the volatility of a portfolio. Risk averse investors and those with a low marginal utility of wealth may prefer to focus on reducing volatility as opposed to maximizing returns.

    	
You are a small business owner whose company tends to do poorly when the overall economy does poorly. With inherent exposure to small-cap risk, you might want to tilt toward large-cap stocks.

   

   As we have discussed, in addition to the market beta, size, and value factors, we believe there are three other factors for which the evidence is sufficiently strong for you to at least consider adding exposure to them as you build your portfolio. The three are momentum, profitability, and quality. Note that the profitability and quality factors could be considered “kissing cousins.” They are related because one of the traits of quality companies is that they are profitable (have high margins). This explains why they have been highly correlated (correlation coefficient of about 0.7).

   

   There is one other asset class we need to cover: Gold.

   Gold

   Investor interest in gold tends to arise from three beliefs. The primary one is the belief that gold is a great hedge against inflation. This is a particularly important issue for retirees whose assets include non-inflation adjusted pensions and payout annuities that do not include an inflation adjustment. The second belief is that gold provides a hedge against currency risk. The third belief is that gold can act as a haven of safety in bad times. Are these valid reasons?

   We begin by addressing the issue, “is gold a good inflation hedge?” The following example should provide the answer. On January 21, 1980, the price of gold reached a then record high of $850. On March 19, 2002, gold was trading at $293, well below where it was 20 years earlier. Note that the inflation rate for the period from 1980 through 2001 was 3.9 percent. Thus, gold’s loss in real purchasing power was about 85 percent. How can gold be an inflation hedge when over the course of 22 years it loses 85 percent in real terms?

   As additional evidence of gold’s inflation hedging abilities, Goldman Sach’s “2013 Outlook” contained the following finding: During the post-World War II era, in 60 percent of episodes when inflation surprised to the upside, gold underperformed inflation. That said, gold has been a good hedge of inflation over the very long run.

   In their 2013 study “The Golden Dilemma,” Claude Erb and Campbell Harvey presented evidence that led them to conclude that there is little relation between the nominal price of gold and inflation when measured over even 10-year periods. However, they also presented two pieces of evidence suggesting that gold does hold its value over the very long run. Their first example was that the wage of a Roman centurion (in gold) was approximately the same as the pay earned by a U.S. Army captain today. They also showed that the price of bread (again in gold) thousands of years ago was about the same as we would pay today at an upscale bakery. Unfortunately, that is a much longer investment horizon than that of most investors. It is also a very long time to go without earning any real return! 

   In terms of being a currency hedge, Erb and Harvey found that the change in the real price of gold was largely independent of the change in currency values. In other words, gold is not a good hedge of currency risk.

   As for gold serving as a safe haven, meaning that it is stable during bear markets in stocks, Erb and Harvey found gold was not quite the excellent hedge some might think. It turns out that 17 percent of monthly stock returns fall into the category where the price of gold was falling at the same time stocks posted negative returns. If gold acts as a true safe haven, then we would expect very few, if any, such observations. Still, 83 percent of the time on the right side is not a bad record.

   The conclusion we draw is that despite having some value in terms of being a safe haven in bear markets, gold’s lack of value as an inflation hedge over any reasonable time horizon, its lack of value as a currency hedge, and the fact that it has provided no real return for centuries, means there are far better alternatives for you to consider including in your portfolio.

   

   We next discuss how to view assets that do not appear on most investors’ balance sheets: your home and your Social Security benefit.

   Your home

   A home is very different from financial assets. You cannot perform the normal portfolio maintenance tasks such as rebalancing and tax management. While clearly an asset with value that should appear on the balance sheet and be considered a possible source to fund future cash flow needs (through a reverse mortgage, rental, or sale), a home should be excluded from consideration when thinking about asset allocation.

   Social Security

   The Social Security benefit should be treated as an income stream that reduces the need to take the risks required to achieve your financial goal. By reducing the need to take risk (by the amount of the benefit), the allocation to less risky fixed income assets can be increased, and required allocation to riskier equity asset classes reduced. All pensions from stable sources can be treated in the same way.

   Implementation

   Once you have decided on your asset allocation, you need to decide on which vehicles you will use to implement your plan. We hope that the evidence we have presented has convinced you that while it is possible to win the game of active management, the odds of doing so are so poor that it is not prudent to try. Thus, we recommend that you limit your choice of investment vehicles to what we call structured funds—funds that have portfolio construction rules that are based on evidence (not opinions), are transparent, and are implemented in a systematic manner. 

   With that said, not all structured funds, even those within the same asset class, are created equal. Thus, as we discussed in Chapter 6, while the expense ratio is certainly an important consideration, it should not be the only one. The reason is that the fund sponsor can add value in ways that have nothing to do with “active” investing (defined as the use of individual stock selection and/or market timing). 

   Let’s explore some of the ways a fund can add value in terms of portfolio construction, tax management and/or trading strategies.

   1. Choice of benchmark index, or how a fund defines its asset class. As demonstrated above, this choice impacts returns in several ways:

    
    	Turnover, which impacts trading costs and tax efficiency. Some indexes have higher turnover than others. And some indexes have buy and hold ranges that are designed to reduce the negative impact of turnover (both on transaction costs and tax efficiency). Buy and hold ranges also take advantage of the momentum effect. And they make the fund’s trades less transparent and less open to front running.

    	Greater exposure to common factors that have historically demonstrated premiums (such as size, value, momentum and quality). 

    	Correlation of the fund to the other portfolio assets (the lower the correlation, the more effective the diversification).

    	A fund can add value by incorporating the momentum effect by temporarily delaying the purchase of stocks that are exhibiting negative momentum and by temporarily delaying the sale of stocks exhibiting positive momentum. 

    	A fund can screen out certain securities (even if they are within the defined index) that have characteristics that have demonstrated poor risk/return (e.g., stocks in bankruptcy, penny stocks and IPOs). 

    	How often an index reconstitutes can impact returns. Many indexes (such as Russell’s) reconstitute annually. The lack of frequent reconstitution can create significant style drift as stocks migrate throughout the year, lowering exposure to key factors. For example, a Dimensional study found that from 1990 through 2006, the percentage of stocks in the Russell 2000 in June that would leave the index when it reconstituted at the end of the month was 20 percent. For the Russell 2000 Value Index, the figure was 28 percent. The result is that a small-cap index fund based on the Russell 2000 would have seen its exposure to the small-cap risk factor drift lower over the course of the year. For small value funds based on the Russell 2000 Value Index, their exposure to both the small and value premiums would have drifted lower. The drift toward lower exposure to the risk factors results in lower expected returns. To avoid this problem, many funds reconstitute on a more frequent basis (either daily or monthly). 

   

   2. Patient trading. If a fund’s goal is to replicate an index, it must trade when stocks enter or exit an index, and it must also hold the exact weighting of each security in the index. A fund whose goal is to earn the return of the asset class and that is willing to live with random tracking variance can be patient in its trading strategy, using market orders and block trading that can take advantage of discounts offered by active managers. Patient trading reduces transaction costs, and block trading can even create negative trading costs in some cases.

   3. Tax management. While indexing is a relatively tax-efficient strategy (due to relatively low turnover), there are ways to improve the tax efficiency of a fund. The first is to harvest losses whenever they are significant. The second is to eliminate any unintentional short-term capital gains (those that are not the result of acquisitions). The third is to create wider buy and hold ranges in order to reduce turnover. A fourth is to trade around dividend dates. Unfortunately, most of the investing public is unaware of many of these differences, which collectively can have significant impacts on the returns of funds that appear to be substantially similar on the surface.

   4. Securities lending. Securities lending, as the term implies, refers to the lending of securities by one party to another. Securities are often borrowed with the intent to sell them short. Securities lending tends to be more valuable in small stocks than in large stocks. In the international markets, there is another reason for securities lending to occur that has to do with reducing foreign tax withholding. Thus, the opportunities to add value are greater in foreign markets. As payment for the loan of the security, the parties negotiate a fee. The commercial terms of securities lending programs vary from fund to fund, and some mutual funds are more aggressive than others in this area.

   The lesson learned is that while fees are certainly an important consideration, they should not be the only one unless you are weighing two identical funds (in other words, the choices are perfect substitutions for each other). To be of assistance, the following is a list of funds that has been approved by the investment policy committee at Buckingham Strategic Wealth.21 These are the products the committee believes you should consider first when constructing your portfolio. Each of the funds meets our criteria of having construction rules that are evidence-based, transparent and implemented in a systematic manner, providing exposure to unique sources of risk (different forms of beta), and not seeking alpha. Where more than one share class for a mutual fund is available, the lowest-cost version is shown. That fund version may not be available to all investors because minimums may be required. AQR, Bridgeway, and Dimensional funds are available through approved financial advisors and in retirement (e.g., 401(k)) and 529 plans. (Note that for some AQR funds, lower-cost R Share versions may be available to some investors.) 

   Note that the list also includes some relatively new interval funds. Interval funds are regulated by the SEC, but differ from mutual funds and ETFs in that they do not provide daily liquidity. However, they do provide limited liquidity on a quarterly basis. Depending on the fund, the availability is typically a minimum of 5 percent to 10 percent per quarter. The limited liquidity allows the funds to invest in what were previously inaccessible, illiquid, alternative investment opportunities (such as reinsurance contracts) providing exposure to other unique sources of risk and return that provide diversification benefits. Stone Ridge’s and Pioneer’s interval funds are only available through approved financial advisors.

   Considerations for selecting a fund should include how much exposure it provides to each desired/targeted factor, its expense ratio, and the amount of diversification it offers (that is, the number of securities held and their weightings). For ETFs, the liquidity of the fund is an added consideration. With ETFs we recommend that funds have at least $100 million in assets under management.

   The following list of funds is provided for informational purposes only and is not intended to serve as specific investment or financial advice. This list of funds does not constitute a recommendation to purchase a single specific security and it should not be assumed that the securities referenced herein were or will prove to be profitable. Prior to making any investment, an investor should carefully consider the fund’s risks and investment objectives and evaluate all offering materials and other documents associated with the investment.

   Recommended mutual funds and ETFs

   Single-style funds

   Market beta

   U.S.

    
    	Fidelity Total Market Index Fund (FSKAX)

    	Schwab U.S. Broad Market (SCHB)

    	Vanguard Total Stock Market Index (VTI/VTSAX)

    	iShares Core S&P Total U.S. Stock Market (ITOT)

   

   International developed markets

    
    	Fidelity International Index (FSPSX)

    	Vanguard FTSE All-World ex-US Index (VEU/VFWAX)

    	Vanguard Total International Stock Index (VXUS/VTIAX)

    	Schwab International Equity (SCHF)

    	iShares Core MSCI EAFE (IEFA)

   

   Emerging markets

    
    	DFA Emerging Markets (DFEMX)

    	Schwab Emerging Markets (SCHE)

    	Vanguard Emerging Markets Stock Index (VWO/VEMAX)

   

   Size

   U.S.

    
    	Bridgeway Ultra-Small Company Market (BRSIX)

    	DFA US Micro Cap (DFSCX)

    	DFA US Small Cap (DFSTX)

    	iShares Micro-Cap (IWC)

    	Vanguard Small Cap Index (VB/VSMAX)

    	Schwab U.S. Small-Cap (SCHA)

    	iShares Core S&P Small-Cap (IJR)

   

   International developed markets

    
    	DFA International Small Company (DFISX) 

    	SPDR S&P International Small Cap (GWX) 

    	FTSE All-World ex-US Small-Cap Index (VSS/VFSAX)

    	Schwab International Small-Cap Equity (SCHC)

   

   Emerging markets

    
    	DFA Emerging Markets Small Cap (DEMSX)

    	SPDR S&P Emerging Markets Small Cap (EWX)

   

   Large and value

   U.S.

    
    	DFA US Large Cap Value III (DFUVX)

    	DFA Tax-Managed US Marketwide Value II (DFMVX)

    	Schwab U.S. Large-Cap Value (SCHV) 

    	Vanguard Value Index (VTV/VVIAX) 

   

   International developed markets

    
    	DFA International Value III (DFVIX)

    	DFA Tax-Managed International Value (DTMIX)

    	iShares MSCI EAFE Value (EFV)

    	Schwab Fundamental International Large Company Index (FNDF)

   

   Emerging markets

    
    	Avantis Emerging Markets Equity ETF (AVEM)

    	Avantis Emerging Markets Equity (AVEEX)

    	DFA Emerging Markets Value (DFEVX)

   

    
    	Schwab Fundamental Emerging Markets Large Company Index (FNDE)

   

   Size and value

   U.S.

    
    	Avantis U.S. Small Cap Value ETF (AVUV)

    	Avantis U.S. Small Cap Value (AVUVX)

    	Bridgeway Omni Small-Cap Value (BOSVX)

    	Bridgeway Omni Tax-Managed Small-Cap Value (BOTSX)

    	DFA US Small Cap Value (DFSVX)

    	DFA Tax-Managed US Targeted Value (DTMVX)

    	iShares S&P Small-Cap 600 Value (IJS) 

    	Vanguard Small-Cap Value Index (VBR/VSIAX)

    	Schwab Fundamental U.S. Small Company Index (FNDA)

   

   International developed markets

    
    	Avantis International Small Cap Value ETF (AVDV)

    	Avantis International Small Cap Value (AVDVX)

    	DFA International Small Cap Value (DISVX)

    	DFA World ex US Targeted Value (DWUSX)

   

   Momentum

   U.S.

    
    	AQR Large Cap Momentum (AMOMX)

    	iShares Edge MSCI USA Momentum Factor (MTUM)

   

   International developed markets

    
    	AQR International Momentum Style (AIMOX)

   

   Profitability/quality

   U.S.

    
    	iShares Edge MSCI USA Quality Factor (QUAL)

   

   International developed markets

    
    	iShares Edge MSCI Intl Quality Factor (IQLT)

   

   Term

    
    	DFA Five-Year Global Fixed Income (DFGBX)

    	iShares 7–10 Year Treasury Bond (IEF)

    	Vanguard Intermediate-Term Treasury Index (VGIT/VSIGX)

   

   Carry

    
    	Invesco DB G10 Currency Harvest (DBV)

   

   Multi-style funds

   Size + value + profitability/quality

   U.S.

    
    	DFA US Core Equity 2 (DFQTX)

    	DFA TA US Core Equity 2 (DFTCX)

   

   International

    
    	DFA International Cor DFA US Core Equity 2 (DFQTX)

    	DFA TA US Core Equity 2 (DFTCX) Equity (DFIEX) 

    	DFA TA World ex US Core Equity (DFTWX) 

   

   Value + momentum + profitability/quality

   U.S.

    
    	AQR Large Cap Multi-Style (QCELX)

    	Goldman Sachs ActiveBeta U.S. Large Cap Equity (GSLC)

   

   International

    
    	AQR International Multi-Style (QICLX)

   

   Size + value + momentum + profitability/quality

   U.S.

    
    	AQR Small Cap Multi-Style (QSMLX)

   

   Value + momentum + quality + defensive (stocks, bonds, currencies, and commodities)

    
    	AQR Style Premia Alternative (QSPIX)

   

   Trend-following (stocks, bonds, currencies, and commodities)

    
    	AQR Managed Futures Strategy (AQMIX)

   

   Alternative lending

    
    	Stone Ridge Alternative Lending Risk Premium Interval Fund (LENDX)

    	Cliffwater Corporate Lending Fund (CCLFX)

   

   Reinsurance

    
    	Stone Ridge Reinsurance Risk Premium Interval Fund (SRRIX)

    	Pioneer ILS Interval Fund (XILSX)

   

   Variance risk premium

    
    	Stone Ridge All Asset Variance Risk Premium Interval Fund (AVRPX)

   

   

   We have one last point to cover. Your asset allocation plan should be considered a living document.

   A living document

   It is important to understand that writing an asset allocation plan is not a “set it and forget it” endeavor. It must be viewed as a living document. Whenever any of the plan’s underlying assumptions change, the plan should be altered to adapt to the change. Life altering events (a death in the family, divorce, a large inheritance, or loss of job) can impact the asset allocation decision in dramatic ways. Thus, the asset allocation decisions should be reviewed whenever a major life event occurs.

   Even market movements can lead to a change in the assumptions behind your portfolio’s asset allocations. For example, a major bull market, like the one we experienced in the 1990s, lowered the need to take risk for those investors who began the decade with a significant accumulation of capital. At the same time, the rise in prices lowered future expected returns, having the opposite effect on those with minimal amounts of capital (perhaps just beginning their investment careers). The lowering of expected returns to equities meant that to achieve the same expected return investors would have to allocate more capital to equities than would have been the case had returns been lower in the past. The reverse is true of bear markets. A bear market, like the one associated with the COVID-19 pandemic, raises the need to take risk for those with significant capital accumulation while lowering it for those with little. A good policy is to review your plan and its assumptions at least annually.

   The care and maintenance of the portfolio

   Think of your portfolio like a garden: To keep it producing the desired results, it needs disciplined care, weeding, and nourishing. Your investment portfolio also requires regular maintenance to control the most important determinant of its risk—the portfolio’s asset allocation. The way to maintain control is through rebalancing—the ongoing process of restoring a portfolio to its original asset allocations and risk profile. The reason that rebalancing is an ongoing process is that each investment within the portfolio is likely to change in value by a different percentage over time, altering the risk of the portfolio.

   In addition to rebalancing, the portfolio should be monitored for opportunities to harvest losses for tax purposes. 

   For those interested in more detailed discussions on asset allocation and the care and maintenance of the portfolio, Larry’s book Your Complete Guide to a Successful & Secure Retirement has several chapters on these subjects. The book also covers such important topics as asset location (the preferences for holding assets in taxable or tax-advantaged accounts), tax-efficient withdrawal strategies, and using Health Savings Accounts as investment vehicles.

   While establishing and monitoring your asset allocation plan can take some time, it is well worth the effort. However, skipping the quest for the incredible shrinking alpha can free up a lot of your time. The result is that instead of spending time on the pursuit of alpha, you will be able to spend your time on the “big rocks” in your life—be they time spent with your loved ones, on your faith, your education, your dreams, a worthy cause, teaching or mentoring others. And what’s important to remember is that even if you are among the very few who are successful at generating alpha, the “price” of success may have been that you lost the far more important game of life.

   

    
     
      While this section is written from the perspective of a U.S. investor, the points apply more generally as home country bias exists everywhere. The problem can be even more acute for investors in countries with smaller equity markets, as a large allocation to their home equity market takes them even further from the global market weights.

    

     
      For tax-exempt investors and investments in tax-advantaged accounts, tax costs are greater due to inability to claim a credit against foreign taxes withheld.

    

     
      Because of Andrew Berkin’s position at a mutual fund company, to avoid potential conflicts of interest, he did not participate in the selections here.
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   Conclusion

   Let us summarize what we’ve discussed. The goal of actively managed funds is to generate alpha—returns above the appropriate risk-adjusted benchmark. It is important to add that since the only way to generate alpha is to hold a different, less diversified portfolio than the benchmark, the expected alpha should be sufficient to compensate for the increased idiosyncratic risk active managers take by failing to fully diversify. The bad news for today’s investors seeking alpha is that they face four hurdles that are becoming ever more difficult to overcome.

   First, the available sources of alpha have been shrinking, because what once was alpha is now recognized as beta. Second, the pool of victims that active managers can exploit to generate alpha is getting smaller as unskilled and once-lucky investors abandon the quest for alpha, and both individual and institutional investors persistently increase their allocations to passive strategies. Third, the level of competition is getting ever tougher as better data and technology are used by ever more skilled managers. And fourth, the amount of assets competing for the scarce resource is growing.

   On the other hand, for individual investors who recognize that the quest for alpha is a loser’s game, the trends are all favorable. These investors benefit from the intense competition among providers of structured funds. And competition has been driving expense ratios persistently lower. This trend to lower expenses is making passive investing even more of a winner’s game. And that is contributing to a vicious circle for active investors. Lower costs are helping drive more investors to become passive, shrinking the pool of victims that can be exploited and raising the hurdles for the generation of alpha. Indeed, in the 2014 Berkshire Hathaway shareholder letter, Warren Buffett requested that the trustee for his estate invest 90 percent of assets “in a very low-cost S&P 500 index fund.” The remaining 10 percent he advised to invest in short-term government bonds.

   The case against active management as the winner’s game is even more compelling for taxable investors. In a June 1998 interview with Barron’s, active fund manager Ted Aronson of AJO Partners stated “None of my clients are taxable. Because, once you introduce taxes … active management probably has an insurmountable hurdle. We have been asked to run taxable money—and declined. The costs of our active strategies are high enough without paying Uncle Sam.” 

   While it is a tragedy that the majority of individual investors unnecessarily miss out on market returns that are available to anyone adopting a passive investment strategy, the truly great tragedy is that they also miss out on the important things in life in pursuit of the Holy Grail of outperformance. Our fondest wish is that this book has led you to the winner’s game in both investing and, far more importantly, life.

  


   
   Appendix A: Does Indexing/Passive Investing Get You Average Returns?

   The 1973 publication of Burton Malkiel’s A Random Walk Down Wall Street set off a revolution. Malkiel presented findings from academic research on the failure of actively managed funds to beat the market. The standard response at the time was, “So what, you can’t buy an index fund.” That was true until John Bogle came along. 

   Bogle graduated from Princeton in 1951. His senior thesis was entitled: “Mutual Funds can make no claims to superiority over the Market Averages.” In his 2010 book, Don’t Count On It, Bogle recounted that his inspiration for starting an index fund came from three sources, all of which confirmed his 1951 research: Paul Samuelson’s 1974 paper, “Challenge to Judgment”; Charles Ellis’ 1975 study, “The Loser’s Game”; and Al Ehrbar’s 1975 Fortune magazine article on indexing. In 1974, Bogle founded The Vanguard Group, now the largest mutual fund company in the United States. He started the First Index Investment Trust, later renamed the Vanguard 500 Index Fund, in December 1975. The following June, a very prescient story appeared in Fortune: “Index Funds: An Idea Whose Time is Coming.” It concluded: “Index funds now threaten to reshape the entire world of money management.” 

   Philosopher Arthur Schopenhauer said that all great ideas go through three stages. In the first stage, they are ridiculed. In the second stage, they are strongly opposed. In the third stage, they are considered to be self-evident. This was certainly the case for Bogle’s experiment. When it was launched, his index fund was heavily derided by the mutual fund industry. The fund was even described as “un-American,” and it inspired a widely circulated poster showing Uncle Sam calling on the world to “Help Stamp Out Index Funds.” The fund was lampooned as “Bogle’s Folly.” Fidelity’s chairman, Edward Johnson, assured the world that the company had no intention of following Bogle into index funds when he stated: “I can’t believe that the great mass of investors are going to be satisfied with receiving just average returns. The name of the game is to be the best.” Another fund manager, National Securities and Research Corp., categorically rejected the idea of settling for average. “Who wants to be operated on by an average surgeon?” they asked. 

   And that refrain—that indexing and structured investments in general will get you only average returns—became one of the big lies told by Wall Street. Consider the following evidence from Standard & Poor’s.

   Since 2002, S&P Dow Jones Indices has published its S&P Indices Versus Active (SPIVA) scorecard, which compares the performance of actively managed equity mutual funds to their appropriate index benchmarks. The 2019 Mid-Year Report includes 15 years of data. Following are some of its highlights: 

    
    	Over the 15-year period ending June 2019, 90% of large-cap, mid-cap and small-cap funds underperformed their benchmark S&P indexes. In only one asset class, large value (80 percent underperformed), was the percentage of underperformers below 86 percent. 

    	Over the 15-year period, on an equal-weighted (asset-weighted) basis, the average actively managed U.S. equity fund underperformed by 1.4 percent (0.74 percent) per annum. The worst performances were small-cap stocks, with active small cap growth managers underperforming on an equal-weighted (asset-weighted) basis by 1.99 percent (0.90 percent) per annum, active small-cap core managers underperforming by 2.43% (1.82%) per annum, and active small-value managers underperforming by 2.00 percent (1.71 percent) per annum. This exposes another of the myths Wall Street tried to perpetuate—the small-cap asset class is inefficient and active management is the winning strategy. 

    	Over the 15-year period, across all international equity categories, a large majority of active managers underperformed their respective benchmarks. For example, 82 percent of active global funds underperformed, 90 percent of international funds underperformed, 73 percent of international small-cap funds underperformed, and in the supposedly inefficient emerging markets, 94 percent of active funds underperformed.

    	Over the 15-year period, on an equal-weighted (asset-weighted) basis, active global funds underperformed by 1.32 percent (0.36 percent) per annum, active international funds underperformed by 1.83 percent (0.68 percent) per annum, and active emerging market funds produced the worst performance, underperforming by 2.34 percent (1.09 percent) per annum. And while on an equal-weighted basis, international small-cap funds underperformed by 0.70 percent, on an asset-weighted basis, they managed to slightly outperform (+0.19 percent).

    	The performance in fixed income funds was also poor. Over the 15-year period, in none of the 14 categories did the majority outperform. Fewer than 82 percent underperformed in only three cases, more than 90 percent underperformed in five cases, and 99 percent underperformed in high-yield funds, the worst-performing category. On an equal-weighted basis, the underperformance ranged from 0.1 percent (global fixed income funds) to as much as 3.46 percent (government long-term funds). The news was better on an asset-weighted basis, with active funds outperforming in three categories: investment-grade intermediate-term (0.37 percent), investment-grade short-term (0.37 percent) and global income (0.89 percent). In the other 11 categories, the worst performances were in long-term government (refuting the claim that active managers can time bond markets), underperforming by 2.89 percent; long-term investment grade, underperforming by 2.3 percent; and high yield, underperforming by 1.51 percent. 

    	Highlighting the importance of accounting for survivorship bias, over the 15-year period, 57 percent of domestic equity funds, 49 percent of international equity funds, and 52 percent of all fixed income funds were merged or liquidated.

   

   It is also important to note that the rankings are based on pre-tax returns. In most cases, index and other structured funds will be more tax efficient, due to their typically lower turnover. And ETF versions would further enhance the tax efficiency of index funds. 

   The following tables show the percentile rankings (1st percentile is the highest ranking) of the index funds from Vanguard, the leading provider of index funds, and the “structured” portfolios of Dimensional Fund Advisors (DFA). While none of DFA’s funds are index funds, they have fund construction rules that are evidence-based (as opposed to being based on opinions), transparent, and implemented in a systematic, replicable way. The data covers the 20-year period ending in 2019. It is free of survivorship bias. When there was more than one share class for a fund, the returns were asset-weighted. Thus, the rankings are based on the actual returns experienced by investors.

    
     
     
     
    
     
      
      	 Domestic fund

 
      	 Ranking

 
     

      
      	 Vanguard 500 Index (VFINX) 

 
      	 15

 
     

      
      	 DFA U.S. Large (DFUSX) 

 
      	 15

 
     

      
      	 Vanguard Value ETF (VTV)

 
      	 21

 
     

      
      	 DFA U.S. Large Value III (DFUVX) 

 
      	 4

 
     

      
      	 Vanguard Small Cap INDEX (NAESX) 

 
      	 28

 
     

      
      	 DFA U.S. Small (DFSTX) 

 
      	 27

 
     

      
      	 DFA U.S. Micro Cap (DFSCX) 

 
      	 20

 
     

      
      	 Vanguard Small Cap Value ETF (VBR) 

 
      	 22

 
     

      
      	 DFA U.S. Small Value (DFSVX) 

 
      	 18

 
     

      
      	 Vanguard Real Estate ETF (VNQ) 

 
      	 18

 
     

      
      	 DFA Real Estate (DFREX) 

 
      	 11

 
     

    
   

    
     
     
     
    
     
      
      	 International fund 

 
      	 Ranking 

 
     

      
      	 Vanguard FTSE Developed Markets ETF (VEA)

 
      	 19

 
     

      
      	 DFA International Large (DFALX) 

 
      	 19

 
     

      
      	 DFA International Value III (DFVIX) 

 
      	 18 

 
     

      
      	 DFA International Small (DFISX) 

 
      	 22

 
     

      
      	 DFA International Small Value (DISVX) 

 
      	 1

 
     

      
      	 Vanguard FTSE Emerging Markets ETF (VWO) 

 
      	 26

 
     

      
      	 DFA Emerging Markets II (DFEMX) 

 
      	 23 

 
     

      
      	 DFA Emerging Markets Value (DFEVX) 

 
      	 11 

 
     

      
      	 DFA Emerging Markets Small (DEMSX) 

 
      	 4
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   For the seven Vanguard index funds, the average 20-year ranking was 21st percentile. The 13 passively managed DFA funds produced a percentile ranking of 15. Outperforming 79 percent and 85 percent of funds is hardly an average performance. It is also interesting to observe that the highest percentile rankings were in the very asset classes proponents of active management say are the most inefficient—international small and small value stocks and emerging market equities. In fact, DFA’s international small value fund (DISVX) achieved a first percentile ranking over the most recent 20-year period. This comparison provides strong evidence against the argument that actively managed funds are likely to outperform in “inefficient” markets. In reality, that is just another myth that the fund industry tries to perpetuate.

   Given the evidence, it is pretty clear that structured funds don’t get you average returns. They provide investors with market returns of the asset classes in which they invest, and by doing so at low costs they produce above-average returns for their investors.

  


   
   Appendix B: Active Management: The Odds Of Achieving Portfolio Alpha

   An overwhelming body of evidence demonstrates that the odds against successfully choosing a mutual fund that will outperform its appropriate risk-adjusted benchmark are high enough that it is not prudent to even try. For example, Robert Arnott, Andrew L. Berkin and Jia Ye, authors of the 2000 study “How Well Have Taxable Investors Been Served in the 1980s and 1990s?” found:

    
    	The average mutual fund underperformed its benchmark by 1.75 percent per year before taxes and by 2.58 percent on an after-tax basis.

    	Just 22 percent of the funds beat their benchmark on a pre-tax basis. The average outperformance was 1.4 percent; the average underperformance was 2.6 percent. However, on an after-tax basis, just 14 percent of the funds outperformed. The average after-tax outperformance was 1.3 percent, while the average after-tax underperformance was 3.2 percent. Thus, the “risk-adjusted” odds against outperformance are about 15:1.

   

   Keep in mind these results were from the 1980s and 1990s. As we have discussed, today’s competition would almost certainly make outperformance even more difficult. Worse still, these already abysmal odds do not present an accurate picture of all the obstacles facing active management, which makes the true chance of its success even less likely. Let us see why that is the case.

   Since diversification of risk across asset classes is an important part of a prudent investment plan, most investors build portfolios using a variety of funds to provide them with the desired exposure. Consider an individual investor wanting exposure to the following range of equity asset classes:

    
    	U.S.: large, small, small value, large value and real estate.

    	International: large, small, small value, large value and emerging markets.

   

   The investor, believing that active management is the winning strategy, would choose 10 funds, hiring the very best fund in each of the above 10 asset classes. This is the way the typical pension plan or endowment invests. However, the question such an investor should ask is not, “What are the odds that each of the funds individually will generate alpha?”

   Rather, an investor should ask, “What are the odds that a portfolio of actively managed funds will generate alpha?” And that is a very different question.

   We can estimate the odds that a portfolio composed of 10 equally-weighted actively managed funds, rebalanced annually, will successfully generate alpha. To simplify the mathematics, we need to make several assumptions:

    
    	All funds have the same true alpha of negative 0.8 percent per year. This seems like a reasonable estimate based on evidence from studies on the performance of actively managed mutual funds. The after-tax alpha would be more negative.

    	The standard deviation of each fund’s annual alpha is 5 percent.

    	Alphas are uncorrelated across funds and across years, though this is probably not realistic. Funds that follow similar strategies will probably have positively correlated alphas.

    	The normal distribution is a reasonable approximation for the distribution of fund alphas.

   

   Based on these assumptions, the probabilities that a portfolio will have a positive average alpha over various horizons are:
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   To see how sensitive the data is to our inputs, we now assume that the standard deviation of annual alpha is 7 percent. The results are:
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   As you can see, the results are somewhat sensitive to our assumptions, although qualitatively we always see the same trend—the longer the horizon the lower the odds. We would get similar sensitivity if we changed the true alpha instead of its standard deviation.

   While the previously mentioned study found that just 22 percent of actively managed funds outperformed their appropriate risk-adjusted benchmark on a pre-tax basis over the 1980s and 1990s, we see that the odds of a portfolio of actively managed funds doing the same are much lower. And the tables reflect the odds for only a 10-year period. Note how the odds get progressively lower as the time period increases. For taxable investors, the story gets even worse—just 14 percent of actively managed funds outperformed in the 1980s and 1990s. The odds of a portfolio of actively managed funds generating positive after-tax alpha over the long term are surely much, much worse.

   Moreover, the odds of outperformance would get progressively smaller as we increased the number of funds in the portfolio to add other asset classes, such as: fixed income assets (short- and long-term bonds, nominal and real, taxable and municipal, government and corporate, investment-grade and “junk” bonds), commodities and additional equity asset classes (international real estate, emerging markets, small and value).

   It is also important to remember that most investors have investment horizons longer than 10 years. And the longer we extend the investment horizon, the worse the odds of success for active management.

   The results produced by this simulation are supported by the 2013 study, “A Case for Index Fund Portfolios,” by Richard A. Ferri and Alex C. Benke. Using live data from both index and actively managed funds, they performed 5,000 simulated trials by randomly selecting actively managed funds from each asset class.

   The authors first looked at the performance of a three-fund portfolio for the 16-year period 1997–2012. The index fund portfolio they used was allocated 40 percent to Vanguard Total Stock Market Index Fund Investor Shares (VTSMX), 20 percent to the Vanguard Total International Stock Index Fund (VGTSX) and 40 percent to the Vanguard Total Bond Market Index Fund (VBMFX). This portfolio outperformed 83 percent of the simulated active fund portfolios.

   Using the Sharpe ratio as their measure, the authors also examined the risk-adjusted odds of a portfolio outperforming its benchmark. They found that the odds of success fell from about 17 percent to about 14 percent.

   They also tested whether using more than one active fund in each asset class improved the odds of a portfolio’s success. They found that using one active fund provided a 17 percent chance of outperformance while using two active funds in each asset class reduced the odds of success to just 13 percent. And using three active funds in each asset class reduced the odds to just 10 percent. It is important to note that the authors only examined pre-tax returns.

   The authors then built a portfolio that consisted of 10 asset classes. Given the limited availability of index funds for each of the asset classes included, the study only covered the 10-year period 2003–2012. The study’s index portfolio had 10 percent allocations to each of the following asset classes/funds:

    
    	Large-cap U.S. equity: Vanguard 500 Index Fund (VFINX)

    	Mid-cap U.S. equity: Vanguard Mid-Cap Index Fund (VIMSX)

    	Small-cap U.S. equity: Vanguard Small-Cap Index Fund (NAESX)

    	Real estate (REITs): Vanguard REIT Index Fund (VGSIX)

    	Developed international equity: Vanguard Developed Markets Index Fund (VDMIX)

    	Emerging markets equity: Vanguard Emerging Markets Stock Index Fund (VEIEX)

    	Short-term Treasury bonds: iShares Barclays 1–3 Year Treasury Bond Fund (SHY)

    	U.S. investment-grade bonds: Vanguard Total Bond Market Index Fund (VBMFX)

    	U.S. inflation-protected securities: iShares Barclays (TIP) (2004–2012), Vanguard Inflation-Protected Securities (VIPSX) (2003 only)

    	Tax-exempt bonds: iShares S&P National AMT-Free Muni Bond Fund (MUB) (2008–2012), Vanguard Intermediate-Term Tax-Exempt Fund (VWITX) (2003–2007)

   

   The authors found that the index fund portfolio outperformed actively managed portfolios in 90 percent of the simulations.

   The research demonstrates that the main explanation for active management’s failure to generate alpha is because of expenses, so the authors performed one other test. They screened out the half of the active funds with the highest expense ratios. For the three-fund portfolio, covering the 16 years 1998–2012, the odds of success did improve from 17 percent to 28 percent. That is still a 72 percent failure rate. And it is also pre-tax. Similar results occurred for the 10-fund portfolio covering the 10-year period 2003–2012. The odds of success rose from 10 percent to 29 percent. The failure rate was still 71 percent.

   The conclusion we can draw from this research is that active management is the triumph of hype, hope and marketing over wisdom and experience. Choosing structured funds to implement your investment plan is the winning strategy, and the one most likely to allow you to achieve your goals.

  


   
   Appendix C: The Value Of Security Analysis

   We have covered some of the reasons why active investors have such a difficult time achieving alpha. The following account provides further evidence into why the quest for this “Holy Grail” has generally proven fruitless. 

   The basic premise of active management is that, through their efforts, security analysts are able to identify and recommend, or buy, stocks that are undervalued and avoid stocks that are overvalued. The result will be that they, and investors following their recommendations, will outperform the market. But just how likely is it for the efforts of active managers to produce results?

   In May 1999, at a conference for financial economists at UCLA’s Anderson School of Management, Bradford Cornell presented a case to provide some insight into the value of the efforts of security analysts. Because much of the value of companies with high growth rates comes from distant cash flows, their stock is highly sensitive to the size of the equity risk premium (ERP). The larger the ERP, the higher the rate used to discount the expected cash flows and the bigger the impact on the estimated value. The ERP is the premium above the rate on riskless Treasury instruments that investors demand in exchange for accepting the risks of equity ownership. 

   In 1999, Intel was certainly considered a company expected to post a high rate of growth. At the time, Intel had accumulated more than $10 billion in cash. The board of directors was trying to determine if it made sense to use a substantial portion of that cash to repurchase stock. At the time, the stock was trading at about $120 per share. Based on publicly available forecasts of future cash flows, Cornell demonstrated that if the ERP was 3 percent, Intel’s stock would be worth $204. If the ERP was 5 percent, the stock would be worth $130, about the current price. And if the ERP was 7.2 percent, the stock would be worth just $82.

   Buy, sell or hold 

   With such a wide range of estimated stock values, what should the board do? If the stock was indeed worth $204 per share, they should begin an aggressive repurchase program. On the other hand, if the stock was actually worth $82, they should take advantage of the current “overvaluation” and raise capital by issuing more shares. The board was faced with two problems. The first was that these valuations assumed the cash flow projections were a known fact. Not even the board, let alone some security analyst, can see the future with such clarity, especially for more distant years. Obviously, in the real world we can only make estimates of future cash flows. The second is that is there any reason to believe the board can predict the ERP any better than the market could? It is easy to see how much the stock valuation changes with changes in the ERP.

   In hindsight, the board should have issued a lot more shares. Some 15 years later, in October 2014, Intel’s stock price was only about one-fourth of the $120 per share it had been. If corporate insiders—e.g., a board of directors with access to far more information than any security analyst or investor is likely to possess—have such great difficulty in determining a “correct” valuation, it is easy to understand why the results of conventional stock-picking methods (active management) are poor and inconsistent. Security analysts, active portfolio managers and individual investors are expending a great amount of effort in their attempts to beat the market, but the historical evidence has shown those efforts to be counterproductive a majority of the time. Smart investors, like smart businesspeople, care about results, not effort. That is why “smart money” invests in structured portfolios.

  


   
   Appendix D: The Performance Of Active Managers In Bear Markets

   One of the arguments often made in favor of investing in actively managed funds is that they outperform in bear markets. The reason cited for this performance is that, unlike index funds, actively managed funds have the ability to reduce their exposure to stocks by selling them as part of a move into cash or cash equivalents. If it is true that actively managed funds outperform in bear markets, it is possible that—even though actively managed funds underperform over the long term—some investors will be willing to trade off long-term underperformance for short-term outperformance in down markets. Unfortunately, the evidence demonstrates the assumption that actively managed funds outperform in bear markets is nothing more than yet another myth that the mutual fund industry attempts to perpetuate.

   To test this hypothesis, Vanguard examined active fund returns for the period 1970–2008, and analyzed the seven periods in that time during which the Dow Jones Wilshire 5000 Index fell at least 10 percent and the six periods in that time during which the MSCI EAFE Index fell by at least that amount. The results were published in a 2009 issue of Vanguard Investment Perspectives. Despite acknowledging survivorship bias—poorly performing funds disappear and are not accounted for—Vanguard found:

    
    	It doesn’t matter whether an active manager is operating in a bear market, a bull market that precedes or follows a bear market, or across longer-term cycles. The costs arising from security selection and market timing prove to be a difficult hurdle to overcome.

    	“Success” in a bear market can be explained, at least in part, by style exposures. For example, during the bear market of September 2000 through March 2003, the Russell 1000 Value Index fell just 21 percent while the U.S. total market lost more than 42 percent. Once active funds were compared to their style benchmarks, there was no consistent pattern of outperformance. Past success in overcoming this style exposure hurdle doesn’t ensure future success. As we have been discussing, among the reasons are the conversion of what was once alpha into beta, the shrinking pool of victims, and the increasing skill level of the competition. In addition, the degree of attrition among winners from one period to the next indicates that successfully navigating one, or even two, bear markets might be more strongly linked to simple luck than to skill.

   

   Vanguard concluded: “We find little evidence to support the purported benefits of active management during periods of market stress.” 

   Vanguard’s conclusion is confirmed by Standard & Poor’s finding in its 2008 Indices Versus Active (SPIVA) scorecard. Standard & Poor’s concluded: “The belief that bear markets favor active management is a myth. A majority of active funds in eight of the nine domestic equity style boxes were outperformed by indexes in the negative markets of 2008. The bear market of 2000 to 2002 showed similar outcomes.” 

   As the evidence demonstrates, the belief that active managers are likely to protect investors from bear markets is just another myth propagated by Wall Street.

  


   
   Appendix E: For Actively Managed Funds How Long A Track Record Is Enough?

   Whenever the evidence on the failure of active management to persistently outperform is presented, the typical response from skeptics goes something like: “Who cares about the average fund? I only invest in funds with great long-term track records.” The argument continues along these lines: “While a short-term record of beating the market might be luck, certainly a long-term record must be skill-based.”

   The problem with this line of thinking is that the studies on this subject have found no persistent outperformance beyond the randomly expected—the past is not prologue when it comes to mutual fund returns. In other words, given the huge number of active managers trying to beat the market, the odds are that some of them will randomly outperform, even over long time frames. 

   The following four examples demonstrate that even long track records of outperformance don’t provide insight into future performance.

   The 44 Wall Street Fund 

   Most investors would be surprised to learn that Peter Lynch and the mutual fund he ran was not the top-ranked fund of the 1970s. Thanks to its now long-forgotten manager, David Baker, the 44 Wall Street Fund generated even greater returns than Lynch’s Magellan Fund, making it the top-performing diversified U.S. stock fund of the decade. Surely, 10 years of achieving the best performance in an entire industry could not be the result of pure luck. Or, could it? How were investors rewarded for believing that past performance of active managers is prologue?

   In the succeeding decade of the 1980s, while the S&P 500 Index returned 17.6 percent per year—each $1 invested grew to more than $5—the 44 Wall Street Fund ranked as the single worst performing fund of the decade, losing 73 percent—each $1 invested turned into just 27 cents. The fund did so poorly that it was merged into the Cumberland Growth Fund in April 1993, which was then merged into the Matterhorn Growth Fund in April 1996.

   We next consider the case of a fund that accomplished what even Peter Lynch never did—beat the S&P 500 Index for 11 years in a row.

   The Lindner Large-Cap Fund 

   For each of the 11 years 1974–1984, the Lindner Large-Cap Fund outperformed the S&P 500 Index. However, over the next 18 years, the S&P 500 Index returned 12.6 percent per year while the Lindner Large-Cap Fund returned just 4.1 percent—an underperformance of 8.5 percentage points per year. The Lindner Fund was finally put out of its misery when it was purchased by the Hennessy Funds in October 2003, and eventually merged into the Hennessy Total Return Fund.

   Next up is the case of Bill Miller, who managed to beat the S&P 500 Index for 15 years in a row. Surely, that long a streak of excellence can be relied on to continue.

   The Legg Mason Value Trust Fund 

   By the end of 2005, Bill Miller’s streak of outperforming the S&P 500 Index had reached 15 consecutive years. That streak was broken in 2006, when the fund underperformed the S&P 500 Index by about 10 percentage points. His 2007 performance was even worse, underperforming the S&P 500 Index by about 12 percentage points. And 2008 was even more miserable, as the fund underperformed that benchmark by about 18 percentage points. Miller finally reversed that performance in 2009, when his fund beat the S&P 500 Index by about 14 percentage points. Unfortunately, the fund underperformed the S&P 500 Index in 2010 by more than 8 percentage points. It again underperformed in 2011 by about 6 percentage points. In 2012, the reins of the fund were handed over to a new manager.

   There is one last case to present. Although it is not about a mutual fund, it is a tale about relying on the past performance of active managers.

   The Tiger Fund 

   The Tiger Fund hedge fund was formed in 1980 by the legendary Julian Robertson, with $10 million in capital. The fund had a remarkable run, averaging returns of more than 30 percent per year for its first 18 years. By 1998, it had in excess of $22 billion under management—the vast majority coming from new investments. Over the next two years, however, The Tiger Fund stumbled badly, losing more than $10 billion. The fund closed its doors in March 2000. The irony is that, while the fund still shows a return of 25 percent per year over its lifetime, it is estimated that investors in the fund may have actually lost money. The reason is that most of the money came in late, after the great returns had already been earned.

   

   These tales demonstrate that 10, 11, 15 or even 18 years of outperformance are simply not sufficient to draw reliable conclusions. As we have discussed, too much money pursuing shrinking sources of alpha, along with increasing skill levels of the competition, all conspire against future success.

   What always surprises us is that the same people who are concerned about their personal health, and thus heed the Surgeon General’s warning about the dangers of cigarettes, will ignore the SEC warning that relying on the past performance of money managers is dangerous to your financial health.

  


   
   Appendix F: Should Investors Prefer Dividend-Paying Stocks?

   It has long been known that many investors, especially those using a cash flow approach to spending, have a preference for cash dividends. This behavior is an anomaly because traditional financial theory has long held that dividend policy should be irrelevant to stock returns—dividends are not sources of alpha.

   Due to the historically low level of interest rates we have experienced since the Great Financial Crisis of 2008, we’ve seen a dramatic increase in investors’ interest in dividend-paying stocks. This heightened attention has been fueled both by hype in the media and the current regime of interest rates, which are still well below historical averages. 

   The low yields available on safe bonds have led even once-conservative investors to shift their allocations from such fixed income investments into dividend-paying stocks. This is especially true for those who take an income, or cash flow, approach to investing (as opposed to a total return approach, which we believe is the right one).

   We hope by providing you with a better understanding of the relationship between dividends and price changes, you will be able to characterize the gains from each appropriately and avoid some of the negative consequences that can result from this anomaly.

   Dividend policy irrelevant to stock returns

   In their 1961 paper, “Dividend Policy, Growth, and the Valuation of Shares,” Merton Miller and Franco Modigliani famously established that dividend policy should be irrelevant to stock returns. As they explained it, at least before frictions like trading costs and taxes, investors should be indifferent to $1 in the form of a dividend (causing the stock price to drop by $1) and $1 received by selling shares. This must be true, unless you believe that $1 isn’t worth $1. This theorem has not been challenged since.

   Moreover, the historical evidence supports this theory—stocks with the same exposure to common factors (such as size, value, momentum and profitability/quality) have the same returns whether they pay a dividend or not. Warren Buffett made this point in September 2011. After announcing a share buyback program for Berkshire, some people went after Buffett for not offering a cash dividend. In his 2012 shareholder letter he explained why he believed the share buyback was in the best interests of shareholders. He also explained that any shareholder who preferred cash can effectively create dividends by selling shares.

   Despite theory, evidence, and Warren Buffett’s response, many investors express a preference for dividend-paying stocks. One frequently expressed explanation for the preference is that dividends offer a safe hedge against the large fluctuations in price that stocks experience. But, this ignores that the dividend is offset by the fall in the stock price. In other words, dividends are not a source of alpha. It is what can be called the fallacy of the free dividend.

   The math of cash dividends versus home-made dividends

   To demonstrate the point that cash dividends and home-made dividends are equivalent we will consider two companies that are identical in all respects but one: Company A pays a dividend and Company B does not. To simplify the math, we assume that the stocks of both companies trade at their book value (while stocks do not typically do that, the findings would be the same regardless). The two companies have a beginning book value of $10. They both earn $2 a share. Company A pays a $1 dividend, while Company B pays none. An investor in A owns 10,000 shares and takes the $10,000 dividend to meet his spending requirements. At the end of year one the book value of Company A will be $11 (beginning value of $10 + $2 earnings − $1 dividend). The investor will have an asset allocation of $110,000 in stock ($11 x 10,000 shares) and $10,000 in cash for a total of $120,000.

   Now let’s look at the investor in B. Since the book value of B is now $12 ($10 beginning book value + $2 earnings), her asset allocation is $120,000 in stock and $0 in cash. She must sell shares to generate the $10,000 she needs to meet her spending needs. So, she sells 833 shares and generates $9,996. With the sale, she now has just 9,167 shares. However, those shares are $12, so her asset allocation is $110,004 in stock and $9,996 in cash, virtually identical to that of the investor in Company A.

   Another way to show that the two are equivalent is to consider the investor in A who instead of spending the dividend reinvests it. With the stock now at $11, his $10,000 dividend allows him to purchase 909.09 shares. Thus, he now has 10,909.09 shares. With the stock at $11 his asset allocation is the same as the asset allocation of the investor in B: $120,000 in stock.

   It is important to understand that Company B now has a somewhat higher expected growth in earnings because it has more capital to invest. The higher expected earnings offsets the lesser number of shares owned, with the assumption being that the company will earn its cost of capital.

   There is one more issue that should help to understand why dividend-based strategies are not optimal.

   The explanatory power of dividends

   For most of the past 20 years, the workhorse model in finance was what is generally referred to as the Fama-French-Carhart four factor model—with the four factors being beta, size, value, and momentum. If dividends played an important role in determining returns, the four-factor model would not work as well as it does, since dividends are not one of the factors. If, in fact, dividends added explanatory power beyond these factors, we would have a factor model that included dividends as one of the factors. But we do not. The reason is that stocks with the same “loading,” or exposure, to the four factors have the same expected return regardless of their dividend policy. This has important implications because about 60 percent of U.S. stocks and about 40 percent of international stocks do not pay dividends. Thus, any screen that includes dividends results in portfolios that are far less diversified than they could be if dividends were not included in the portfolio design. Less diversified portfolios are less efficient because they have a higher potential dispersion of returns without any compensation in the form of higher expected returns (assuming the exposures to the factors are the same).

   Taxes matter

   What is particularly puzzling about the preference for dividends is that taxable investors should favor the self-dividend (by selling shares) if cash flow is required. Unlike with dividends, where taxes are paid on the distribution amount, when shares are sold, taxes are due only on the portion of the sale representing a gain. And if there are losses on the sale, the investor gains the benefit of a tax deduction. Even in tax-advantaged accounts, investors who diversify globally (which is the prudent strategy) should prefer capital gains because in tax-advantaged accounts the foreign tax credits associated with dividends have no value. And finally, if dividends were throwing off more cash than needed to meet spending requirements, the total return approach we discussed in Chapter 6 would benefit from not only the time value of not having to pay taxes on the “excess” amount of dividends, but also dividends could push investors into a higher tax bracket. We will now take a review of the historical evidence, beginning with a look at the returns from three of the largest ETFs that employ a high-dividend strategy for U.S. stocks.

   The evidence

   The U.S. ETFs we will review are:

    
    	Schwab U.S. Dividend Equity ETF (SCHD). The fund has an expense ratio of just 0.06 percent and its assets under management were $11.7B at year end 2019. It held 99 stocks.

    	Vanguard High Dividend ETF (VYM). The fund has an expense ratio of just 0.06 percent and its assets under management were $29.78B at year end 2019. It held 404 stocks.

    	iShares Core High Dividend ETF (HDV). The fund has an expense ratio of just 0.08 percent and its assets under management were $7.8B at year end 2019. It held 74 stocks.

   

   With almost $50 billion collectively in assets under management in just these three funds, clearly a high-dividend strategy is a very popular one. Have investors been rewarded for their belief in the strategy? To answer that question, we will compare the returns of the high-dividend ETFs, which Morningstar classifies as large value funds, to the similar large value funds from two prominent providers of structured funds, Dimensional and Vanguard.

   Before we begin with the analysis, we will review the historical evidence on the performance of high-dividend strategies compared to that of other value strategies. From 1952 through 2017, the value premium was significantly larger when the metric used to determine value was price-to-book (4.8 percent), price-to-earnings (6.4 percent), or price-to-cash flow (4.7 percent) instead of price-to-dividend (2.0 percent). In other words, historically, a high-dividend strategy was an inefficient way to access the value premium—and investors engaging in high-dividend strategies were either unaware of the evidence or chose to ignore it. In order to review the performance of all three domestic ETFs, the period covered is from 2012 through 2019 (2012 was the first full year for both VYM and HDV).
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   The three high-dividend ETFs underperformed Dimensional’s Large Value Fund (DFUVX) from 0.5 percentage points per year to as much as 3.0 percentage points per year—despite DFUVX’s slightly higher expense ratio of 0.13 percent. The average underperformance was 1.6 percentage points per year. DFUVX held 331 stocks and is thus far more diversified than either SCHD (99 stocks) or HDV (74 stocks), though it does hold fewer stocks than VYM (404 stocks). Greater diversification reduces idiosyncratic risks which are uncompensated. Thus, all else equal, we should prefer the more diversified fund.

   While SCHD provided the same 13.7 percent return as did Vanguard’s (Large) Value ETF (VTV), VYM underperformed by 0.7 percentage points per year and HDV underperformed by 2.5 percentage points per year. The average underperformance was 1.4 percentage points. VTV does have a slight advantage with an expense ratio of just 0.06 percent. And VTV held 336 stocks.

   Given the evidence, why do investors prefer high-dividend strategies?

   The dividend disconnect

   Samuel Hartzmark and David Solomon contribute to the literature on the dividend anomaly with their 2019 study, “The Dividend Disconnect.” They examined whether investor behavior was disconnected from financial theory and reality by examining the trading and pricing of securities. In other words, do investors behave as if dividends are a free lunch? They found that by creating a separate mental account for dividends, the dividend disconnect did in fact have considerable impact on investor trading related to gains and losses, the prices of dividend stocks, and dividend reinvestment.

   First, the authors found that investor trading behavior is driven by past price changes rather than past returns. In other words, they treat two stocks whose prices rose from $5 to $6 the same, even though one first went to $7 and then paid a $1 dividend, which lowered the price to $6.

   Second, when they examined the disposition effect (the tendency to sell winners more often than losers), they found that there was considerably less selling response to the dividend component (investors focused on the price instead of the total return).

   Third, they found that investors are less likely to sell stocks that pay dividends, holding them for longer periods. Dividends also made investors less sensitive to past price changes when selling.

   A fourth important finding was that investors’ demand for dividends is higher when interest rates are low and recent equity returns have been poor. They also found that investors’ demand for dividends is higher when dividends are more stable. Once again, this demonstrates that investors have separate mental accounts for the two components of return, treating dividends more like interest payments while ignoring the source of the dividend and its impact on the stock price. Additionally, the authors found that the demand for dividends is lower when recent stock returns have been higher—the dividend component appears less attractive than capital gains despite both contributing to the total return.

   Fifth, they found that dividends tend not to be reinvested in the same company. This was true of both retail investors, who may find it difficult to reinvest dividends unless the company has a DRIP (Dividend Reinvestment Plan) program, and more sophisticated institutional investors, who do not have the same consumption motivation that retail investors have. Specifically, they found that, for individual investors, dividend reinvestment is only about 2 percent as common as no change in the number of shares held. For institutional investors, it was only about 10 percent as common. In other words, investors seem to be expressing that they have a desire to reduce their holdings by the exact amount of the dividend paid! It seems far more likely that there is separate mental accounting and that investors ignore the equivalency theory behind the actions.

   These results provide direct evidence that investors do, in fact, treat dividends in a more naïve way than predicted by financial theory, creating separate mental accounts for them. The findings are also consistent with prior research, which has shown that investors prefer to consume out of their dividends. 

   Hartzmark and Solomon concluded that “the free dividends fallacy not only explains psychologically why dividends may be desirable, but also why the shifting attractiveness of dividends and capital gains can generate time-varying demand for dividends which firms respond to.” For example, it has been well-documented that some mutual funds “juice” their dividends by buying stocks just before the ex-dividend date. In addition, the research has shown that firms tend to increase their dividends when dividends are more overvalued. The authors added that the mental accounting of dividends as an income stream can also explain the documented preference among older investors for dividends.

   Another important finding involved the investor preference for dividends during periods of high demand (low interest rates and bear markets), causing them to be relatively overpriced (which shows up in higher price-to-book value). This negatively impacted subsequent returns by 2 percent to 4 percent, resulting in a significant loss of the equity risk premium. Unfortunately, this is not the only negative impact of the preference for dividends.

   Implications

   As mentioned previously, taxable investors should have a preference for capital gains over dividends. And there are negative implications in terms of diversification. Because about 60 percent of U.S. stocks and about 40 percent of international stocks do not pay dividends, any screen that includes dividends results in portfolios that are far less diversified than they could be if dividends were not included in the portfolio design. Less diversified portfolios are less efficient because they have a higher potential dispersion of returns without any compensation in the form of higher expected returns (assuming the exposure to investment factors are the same).

   These negative implications are why the preference for dividends is considered an anomaly. The field of behavioral finance has attempted to provide us with explanations for the anomalous behavior. 

   Attempting to explain the preference for dividends

   Hersh Shefrin and Meir Statman, two leaders in the field of behavioral finance, attempted to explain the behavioral anomaly of a preference for cash dividends in their 1984 paper, “Explaining Investor Preference for Cash Dividends.” They offered the following explanations.

   The first explanation is that in terms of their ability to control spending, investors may recognize that they have problems with the inability to delay gratification. To address this problem, they adapt a cash flow approach to spending—they limit their spending to only the interest and dividends from their investment portfolio. A total return approach that would use self-created dividends would not address the conflict created by the individual who wishes to deny himself a present indulgence, yet is unable to resist the temptation. While the preference for dividends might not be optimal (for tax reasons), by addressing the behavioral issue it could be said to be rational. In other words, the investor has a desire to defer spending, but knows he doesn’t have the will, so he creates a situation that limits his opportunities and, thus, reduces the temptations. 

   The second explanation is based on what is called “prospect theory.” Prospect theory (otherwise referred to as loss aversion) states that people value gains and losses differently. As such, they will base decisions on perceived gains rather than perceived losses. Thus, if a person were given two equal choices, one expressed in terms of possible gains and the other in possible losses, he or she would choose the former. Because taking dividends doesn’t involve the sale of stock, it’s preferred to a total return approach, which may require self-created dividends through sales. The reason is that sales might involve the realization of losses, which are too painful for people to accept (they exhibit loss aversion)—even though for taxable accounts realizing a loss makes sense from an after-tax perspective. What they fail to realize is that a cash dividend is the perfect substitute for the sale of an equal amount of stock whether the market is up or down, or whether the stock is sold at a gain or a loss. Pre-tax, it makes absolutely no difference. It’s just a matter of how the problem is framed. It’s form over substance. Whether you take the cash dividend or sell the equivalent dollar amount of the company’s stock, at the end of the day you will have the same amount invested in the stock. It’s just that with the dividend you own more shares but at a lower price (by the amount of the dividend), while with the self-dividend you own fewer shares but at a higher price (because no dividend was paid). 

   As the authors point out: “By purchasing shares that pay good dividends, most investors persuade themselves of their prudence, based on the expected income. They feel the gain potential is a super added benefit (perhaps viewing it as a source of alpha). Should the stock fall in value from their purchase level, they console themselves that the dividend provides a return on their cost.” 

   They also point out that if the sale involves a gain, the investor frames it as “super added benefit.” Given that losses loom much larger in investors’ minds, and they wish to avoid them, investors prefer to take the cash dividend, avoiding the realization of a loss. Shefrin and Statman offer yet a third explanation: regret avoidance. They ask you to consider two cases:

    
    	You take $600 received as dividends and use it to buy a television set.

    	You sell $600 worth of stock and use it to buy a television set.

   

   After the purchase, the price of the stock increases significantly. Would you feel more regret in the first or second case? Because cash dividends and self-dividends are substitutes for each other, you should feel no more regret in the second case than in the first. However, evidence from studies on investor behavior demonstrates that for many people the sale of stock causes more regret. Thus, investors who exhibit aversion to regret have a preference for cash dividends.

   Shefrin and Statman go on to explain that people suffer more regret when behaviors are taken than when behaviors are avoided. In the case of selling stock to create the homemade dividend, a decision must be made to raise the cash. When spending comes from the dividend, no action is taken, thus less regret is felt. Again, this helps explain the preference for cash dividends. 

   The authors also explain how a preference for dividends might change over the investor’s lifecycle. As was mentioned earlier, the theory of self-control is used to justify the idea of spending only from the cash flow of a portfolio, never touching the principal. Younger investors, generating income from their labor capital, might prefer a portfolio with low dividends, as a high dividend strategy might encourage dissavings (spending from capital). On the other hand, retired investors, with no labor income, might prefer a high dividend strategy for the same reasons, to discourage dissavings. A study of brokerage accounts found that there was in fact a strong and positive relationship between age and the preference for dividends.

   While the preference for cash dividends is an anomaly that cannot be explained by classical economic theory, which is based on investors making “rational” decisions, investors who face issues of self-control (such as being subject to impulse buying) may find that while there are some costs involved, the benefits provided by avoiding the behavioral problems may make a cash dividend strategy a rational one.

   Conclusion

   The bottom line is that both theory and historical evidence demonstrate that dividends are just another source of profit, along with capital gains, and that dividends mechanically reduce the price of stock. Yet, many investors treat the two sources of profit very differently, with negative consequences both in terms of lower returns and greater risk. Shefrin and Statman provide us with explanations demonstrating that, at least for some investors who are otherwise unable to control their spending, the negative consequences may be outweighed by the benefits in terms of controlling behavior that would have had even greater negative consequences.

  


   
   Appendix G: Are Professional Investors Prone To Behavioral Biases?

   The basic hypothesis of behavioral finance—the study of human behavior and how that behavior leads to investment errors, including the mispricing of assets—is that due to behavioral biases, investors/markets make persistent mistakes in pricing securities. An example of a persistent mistake is that investors underreact to news—both good and bad news are only slowly incorporated into prices, resulting in the momentum anomaly. Larry’s book Investment Mistakes Even Smart Investors Make and How to Avoid Them covers 77 mistakes, most of which are related to behavioral errors (others are simply due to lack of knowledge). 

   An interesting question is whether better-trained professional fund managers—typically considered “smart” money that is able to exploit the pricing mistakes of retail investors—also make behavioral mistakes. While they may be better trained, they are still human and, therefore, still subject to the same type of behavioral errors made by individuals. 

   Meharn Azimi contributes to the literature on this question with his October 2019 study, “Are Professional Investors Prone to Behavioral Biases? Evidence from Mutual Fund Managers.” To determine if mutual fund managers were making behavioral errors, Azimi examined mutual funds’ semiannual reports, known as N-CSR(S), that are publicly available on the SEC’s EDGAR website, in which some fund managers discuss their outlook on the stock market. His data sample covered the period 2006 through 2018 and included over 40,000 fund observations. About 25 percent of those discussed their market outlook in their reports. 

   Based on Azimi’s reading of the discussions, he created a measure of a manager’s belief in expected returns. He called the measure “Belief.” In order to quantify expectations, he classified Belief into three categories: bullish, neutral, bearish. Bullish views were those in which managers are optimistic about the market or think that the market is undervalued. Neutral views were generally characterized as fairly valued stocks or modest/moderate expected returns. Bearish views were expressed as expecting high volatility in the stock market or believing that stocks are overvalued. 

   Following is a summary of his findings:

    
    	Fund managers’ investments correspond to their market outlook. A change in Belief from neutral to bullish leads to an increase in the market beta of the fund and a decrease in their cash positions (statistically significant at the 1 percent confidence level). 

    	Belief is more strongly related to equity holdings and the beta of equity portfolios in funds with high turnover (significant at the 5 percent confidence level) and in smaller funds (statistically significant at the 10 percent confidence level).

    	Just as individual investors extrapolate past returns and prices into the future, a fund manager’s past return positively predicts his Belief (for example, strong past fund returns predict a future bullish outlook). Past return is related to both bearish and bullish views of the market. The finding was significant at the 5 percent confidence level.

    	While funds with higher market expected return take more risk (as evident in high portfolio betas and greater equity holdings), investors don’t benefit because there is a negative correlation between Belief and future fund alpha—the more bullish the manager, the more negative the alpha tended to be. The finding is statistically significant at the 5 percent confidence level, though it’s statistically significant at the 1 percent level for funds with low flow and insignificant for funds with positive flow. The estimated negative relation between Belief and future alpha is 60 percent, and 80 percent larger in a subsample of funds that have low past fund flow and funds that have high expense ratio, respectively.

    	Prior investment experience affects fund managers’ market outlook (as has been found with individual investors). Specifically, funds that have at least one manager who experienced the dot-com crash tend to have lower return expectations. However, the observed effect exists only for funds with a negative market outlook, not a bullish one.

    	Managers are more affected by their best-performing funds as opposed to their worst-performing funds.

   

   Azimi concluded that his findings “suggest that professional investors suffer from behavioral biases, that their market outlook affects their risk taking and asset allocation, and that fund managers’ optimism is detrimental to fund investors.”

   Supporting evidence

   Azimi’s findings that behavioral biases exist in professional money managers as well as individuals is consistent with the findings of the 2018 study “Stock Repurchasing Bias of Mutual Funds.” The authors, Mengqiao Du, Alexandra Niessen-Ruenzi and Terrance Odean, examined whether past experiences (positive or negative) a fund manager had with a particular stock are predictive for the stock being repurchased. They hypothesized:

   “Selling a stock for a gain is associated with positive emotions such as pride and happiness, while selling a stock for a loss is associated with negative emotions such as regret and disappointment. In an effort to repeat the positive emotional experience and avoid the negative one, mutual fund managers may be more prone to repurchase a stock that they sold for a gain (i.e., a past ‘winner’), while they may be less prone to repurchase a stock that they sold for a loss (i.e., a past ‘loser’).” 

   The study covered U.S. mutual funds over the period 1980 to 2014. Following is a summary of their findings:

    
    	Controlling for fund, stock and time fixed effects, the probability of a stock being repurchased by a mutual fund is, on average, around 17 percent higher if it was previously sold for a gain rather than for a loss. 

    	The effect is less pronounced if the stock price increased after the sale of the stock, which may cause regret and a negative feeling that the stock was sold in the first place. 

    	Mutual fund managers are more likely to repurchase past winner stocks if their prices decreased after they were completely sold.

    	Fund managers changing jobs, and now working at a different fund, still prefer to repurchase stocks that they sold for a gain at the fund they managed before. 

    	Consistent with previous literature on the negative impact of group thinking on fund performance, team-managed funds exhibit a stronger repurchasing bias (more heads are not better than one in this case). Previous literature has also shown that a substantial fraction of mutual fund managers are subject to the well-documented disposition effect, realizing gains more readily than losses. 

    	A stock’s likelihood of being repurchased does not increase even further the higher the gain from the previous sale, while its likelihood of being repurchased does decrease even further the higher the losses incurred when selling the stock before. The asymmetric impact of the magnitude of losses and gains on the repurchasing probability may be due to the well-documented behavior known as “loss aversion.”

    	The positive emotion-driven behavior is associated with lower fund performance: Repurchased winners underperform repurchased losers by around 5 percentage points per year after the repurchase. The Fama-French-Carhart four-factor (beta, size, value and momentum) alpha of the repurchased winner portfolio is more than 4 percentage points lower than that of the repurchased loser portfolio.

    	Repurchased stocks’ prices increase between the time they have been sold and repurchased, and stock prices of repurchased winners increase even more than those of repurchased losers, suggesting that mutual funds would have benefited from just holding these stocks, especially winner stocks that they repurchase later. These results suggest that the repurchasing bias of mutual funds is not due to superior information about past winner stocks.

   

   These findings, which were statistically significant at high confidence levels, led the authors to conclude that “investors should be aware that mutual fund managers’ repurchasing decisions can be biased and eventually may hurt their performance.” 

   The findings that professional fund managers make many of the same behavioral mistakes that individuals make should not come as much of a surprise. After all, fund managers are human too. 

   The body of evidence makes clear that institutional investors are subject to at least some of the behavioral errors attributed to individual investors. Among these biases are home bias and overconfidence. These findings provide you with yet another reason to avoid the use of actively managed funds. They also provide another explanation for why generating persistent alpha is so difficult. On the other hand, structured funds (such as index funds) by definition are not subject to these behaviors. 

  


   
   Glossary

   Active management The attempt to uncover securities the market has either undervalued or overvalued and/or the attempt to time investment decisions to be more heavily invested when the market is rising and less so when the market is falling. 

   Alpha A measure of risk-adjusted performance relative to a benchmark. Positive alpha represents outperformance; negative alpha represents underperformance. Positive or negative alpha may be caused by luck, manager skill, costs, and/or wrong choice of benchmark. 

   Anomaly Security returns that are not explained by risk considerations per the efficient market hypothesis (EMH).

   Arbitrage The process by which investors attempt to exploit the price difference between two exactly alike (or very similar) securities by simultaneously buying one at a lower price and selling the other at a higher price (thereby avoiding or minimizing risk). The trading activity of arbitrageurs eventually eliminates these price differences. 

   Asset allocation The process of determining what percentage of assets should be dedicated to specific asset classes. Also, the end result of this process. 

   Asset class A group of assets with similar risk and expected return characteristics. Cash, debt instruments, real estate, and equities are examples of asset classes. Within a major asset class, such as equities, there are more specific classes, such as large- and small-cap company stocks and domestic and international stocks. 

   Asset turnover The asset turnover ratio measures the value of a company’s sales or revenue relative to the value of its assets. The asset turnover ratio can be used as an indicator of the efficiency with which a company is using its assets to generate revenue.

   Backtest A simulation of a strategy or model to estimate its performance had it been employed during a past period.

   Basis point One one-hundredth of 1 percent, or 0.0001. 

   Benchmark An appropriate standard against which mutual funds and other investment vehicles can be judged. Domestic large cap growth funds should be judged against a domestic large cap growth index, such as the S&P 500 Growth Index, while small-cap managers should be judged against a small-cap index, such as the Russell 2000 Index. 

   Beta The exposure of a stock, mutual fund, or portfolio to a factor. 

   Bid-offer spread The bid is the price at which you can sell a security, and the offer is the price you must pay to buy a security. The spread is the difference between the two prices and represents the cost of a round-trip trade (purchase and sale) excluding commissions. 

   Book-to-market value (BtM) The ratio of the book value per share to the market price per share, or book value divided by market capitalization. 

   Book value An accounting concept that reflects the value of a company based on accounting principles. It is often expressed in per-share terms. Book value per share is equal to book equity divided by the number of shares. 

   Capital asset pricing model (CAPM) The first formal asset pricing model. It uses a single factor (market beta) that describes the relationship between risk and expected return, and is used in the pricing of risky securities.

   Center for Research in Security Prices (CRSP) The Center for Research in Security Prices is a financial research group at the University of Chicago Business School. The CRSP deciles refer to groups of U.S. stocks ranked by their market capitalization, with CRSP 1 being the largest and CRSP 10 the smallest.

   Credit risk The risk that a bond fails to pay principal or interest in a timely manner. See also Default.

   Cross-section of returns How average returns vary across a set of securities, such as stocks.

   Default Failure to pay principal or interest in a timely manner. 

   Diversification Dividing investment funds among a variety of investments with different risk–return characteristics to minimize portfolio risk.

   Dividend reinvestment plan (DRIP) A dividend reinvestment plan is an arrangement that allows shareholders to automatically reinvest a stock’s cash dividends into additional or fractional shares of the underlying company.

   Duration The expected percentage change in the price of a bond given a percentage change in the yield on that bond. A higher duration number indicates a greater sensitivity of that bond’s price to changes in interest rates. 

   Earnings yield (E/P) The ratio of earnings per share to stock price. The inverse of the price-to-earnings ratio (P/E). Stocks with high E/P ratios are considered value stocks; stocks with low E/P ratios are considered growth stocks.

   Efficient market hypothesis (EMH) A theory that, at any given time and in a liquid market, security prices fully reflect all available information. The EMH contends that because markets are efficient and current prices reflect all information, attempts to outperform the market are essentially a game of chance rather than one of skill. 

   Emerging markets The capital markets of less-developed countries that are beginning to acquire characteristics of developed countries, such as higher per-capita income. Countries typically included in this category would be Brazil, Mexico, Romania, Turkey, and Thailand. 

   EMH See Efficient market hypothesis.

   Equity risk premium The annual average return of the total stock market minus the annual average return on one-month Treasury bills, considered to be the riskless investment.

   Europe, Australasia, and Far East (EAFE) Index The Europe, Australasia, and Far East Index, which consists of the stocks of companies from the developed EAFE countries. Very much like the S&P 500 Index, the stocks within the EAFE index are weighted by market capitalization. 

   Exchange traded funds (ETFs) An investment vehicle that is a cross between an exchange-listed stock and an open-ended, no-load mutual fund. Like stocks (but unlike mutual funds), they trade on a stock exchange throughout the day. 

   Expense ratio The operating expenses of a mutual fund expressed as a percentage of total assets. These expenses are subtracted from the investment performance of a fund to determine the net return to shareholders. They cover manager fees, administrative costs, and, in some cases, marketing costs. 

   Ex-ante Literally before the event. In finance this means making a prediction or explaining something using only data available ahead of that event.

   Factor A numerical characteristic or set of characteristics common across a broad set of securities.

   Float For an individual stock, the number of shares available to trade, determined by removing shares held by insiders and others that rarely trade from the total number of shares outstanding.

   Four-factor model Differences in performance between diversified equity portfolios are well explained by the amount of exposure to four factors: the risk of the overall stock market, company size (market capitalization), value (book-to-market, or BtM, ratio), and momentum. Research has shown that, on average, the four factors explain approximately 95 percent of the variation in performance of diversified U.S. stock portfolios.

   Free-float adjusted market capitalization Calculated by taking the stock price and multiplying it by the number of shares readily available in the market. The free-float method excludes locked-in shares such as those held by insiders, promoters and governments.

   Growth stocks The stocks of companies that have relatively high price-to-earnings (P/E) ratios or relatively low book-to-market (BtM) ratios—the opposite of value stocks because the market anticipates rapid earnings growth relative to the overall market.

   Hedge fund A fund that generally has the ability to invest in a wide variety of asset classes. These funds often use leverage in an attempt to increase returns.

   Idiosyncratic risk Uncertainties and potential problems that are endemic to an individual asset (such as a particular company’s stock), group of assets (such as a particular sector), or a specific asset class (such as value or small stocks). Also referred to as specific risk or unsystematic risk.

   Index fund A passively managed fund that seeks to replicate the performance of a particular index, such as the Wilshire 5000, the S&P 500, or the Russell 2000. The fund may replicate the index by buying and holding all the securities in that index in direct proportion to their weight (by market capitalization) within that index. The fund could sample the index—a common strategy for small-cap and total market index funds—and/or use index futures and other derivative instruments. 

   Initial public offering (IPO) The first offering of a company’s stock to the public.

   Interval fund A mutual fund that does not provide daily liquidity, though prices are determined daily. Instead, the fund periodically (such as quarterly or annually) offers to repurchase a minimum percentage of its shares from shareholders. Some provide the ability to buy on a daily basis. 

   Investment grade A bond whose credit quality is at least adequate to maintain debt service. Moody’s Investors Service investment-grade ratings are Baa and higher. Standard & Poor’s are BBB and higher. Below-investment-grade ratings suggest a primarily speculative credit quality. 

   Junk bond A bond rated below investment grade; also referred to as a high-yield bond.

   Large-cap stocks Large-cap stocks are those of companies considered large relative to other companies, as measured by their market capitalization. Precisely what is considered a “large” company varies by source. For example, one investment professional may define it as having a market capitalization in excess of $2 billion, while another may use $5 billion. 

   Leverage The use of debt to increase the amount of assets that can be acquired (for example, to buy stock). Leverage increases the riskiness as well as the expected return of a portfolio. 

   Limits to arbitrage Due to costs of trading, risks of unlimited losses from shorting, and restrictions that are placed on funds, rational traders are unable, or unwilling to correct what they perceive to be mispricings. Thus, prices may remain in a non-equilibrium state for protracted periods of time.

   Liquidity A measure of the ease of trading a security in a market. 

   Management fees Total amount charged to an account for the management of a portfolio. 

   Market beta The sensitivity of the return of a stock, mutual fund, or portfolio relative to the return of the overall equity market. Because this was the original form of beta, some refer to market beta as just “beta.”

   Market cap/market capitalization For an individual stock, this is the total number of shares of common stock outstanding multiplied by the current price per share. For example, if a company has 100 million shares outstanding and its current stock price is $30 per share, the market cap of the company is $3 billion. 

   Market timing The attempt to anticipate future fluctuations in the market based on technical or fundamental research.

   Maturity The date on which the issuer of a bond promises to repay the principal. 

   Micro-cap stocks The smallest stocks by market capitalization represented by the ninth and 10th CRSP deciles. Other definitions used are the smallest 5 percent of stocks by market capitalization and stocks with a market capitalization of less than about $200 million. 

   Mid-cap stocks Mid-cap stocks are those of companies considered between large and small companies as measured by their market capitalization. Precisely what is considered a “mid” company varies by source.

   MSCI EAFE Index See also EAFE Index.

   Monte Carlo simulation A mathematical technique that generates random variables for modelling risk or uncertainty in prediction and forecasting models. The random variables or inputs are modelled on the basis of probability distributions such as normal or log normal. 

   Negative correlation of returns If two assets are negatively correlated, when one asset experiences above average returns, the other tends to experience below average returns, and vice versa.

   Operating leverage A measure of how much operating income will change in response to a change in sales.

   Passive, or passively managed, funds Funds that buy and hold securities within a particular asset class. The amount of each security purchased is often in proportion to its capitalization relative to the total capitalization, or float-adjusted market capitalization, of all securities within the asset class. Each security is held until it no longer fits the definition and guidelines established for remaining in the fund’s eligible universe. Passive funds provide the building blocks needed to implement a passive management strategy. Passive funds are implemented in a systematic, replicable, and transparent manner. 

   Price-to-earnings ratio (P/E ratio) The ratio of stock price to earnings per share. Stocks with high P/E ratios are considered growth stocks; stocks with low P/E ratios are considered value stocks. 

   Prudent investor rule A doctrine imbedded within the American legal code stating that a person responsible for the management of someone else’s assets must manage those assets in a manner appropriate to the beneficiary’s financial circumstances and tolerance for risk. 

   Private equity An alternative investment class that consists of capital that is not listed on a public exchange. Private equity is composed of funds and investors that directly invest in the debt and equity of private companies, or that engage in buyouts of public companies, resulting in the delisting of public equity.

   Rebalancing The process of restoring a portfolio toward its original asset allocation. Rebalancing can be accomplished either through adding newly investable funds or by selling portions of the best performing asset classes and using the proceeds to purchase additional amounts of the underperforming asset classes. 

   Real estate investment trust (REIT) A company that owns or finances real estate. As represented by REITs, real estate is a separate asset class. REITs have their own risk and reward characteristics, as well as relatively low correlation with other equity and fixed income asset classes. Investors can purchase shares of a REIT in the same way they would purchase other equities, or they can invest in a REIT mutual fund that is either actively or passively managed. 

   Regression analysis A mathematical technique for estimating the best fit describing how one variable depends on others. In a factor regression, the returns of a set of securities are described by a certain set of their characteristics.

   Risk premium The higher expected (not guaranteed) return for accepting a specific type of non-diversifiable risk. 

   R-squared A statistic that represents the percentage of a fund’s or security’s movements that can be explained by movements in a benchmark index or set of factors. 

   Russell 2000 Index The smallest 2,000 of the largest 3,000 publicly traded U.S. stocks; a common benchmark for small-cap stocks. 

   Securities and Exchange Commission (SEC) A government agency created by Congress to regulate the securities markets and protect investors. The SEC has jurisdiction over the operation of broker-dealers, investment advisors, mutual funds, and companies selling stocks and bonds to the investing public. 

   Serial correlation The relationship between a variable and a lagged version of itself over various time intervals. Repeating patterns often show serial correlation when the level of a variable affects its future level. Also referred to as autocorrelation.

   Sharpe ratio A measure of the return earned above the rate of return on a riskless asset, usually taken as one-month U.S. Treasury bills, relative to the amount of risk taken, with risk being measured by the standard deviation of returns. For example: The average return earned on an asset was 10 percent. The average rate of a one-month U.S. Treasury bill was 4 percent. The standard deviation was 20 percent. The Sharpe ratio would be equal to 10 percent minus 4 percent (6 percent) divided by 20 percent, or 0.3.

   Shiller CAPE 10 Valuation measure usually applied to the S&P 500 Index, defined as price divided by the average of 10 years of earnings adjusted for inflation.

   Short Borrowing a security for the purpose of immediately selling it. This is done with the expectation that the investor will be able to buy the security back at a later date (and lower price), returning it to the lender and keeping any profit. 

   Skewness A measure of the asymmetry of a distribution. Negative skewness occurs when the values to the left of (less than) the mean are fewer but farther from it than values to the right of (more than) the mean. For example: The return series of –30 percent, 5 percent, 10 percent, and 15 percent has a mean of 0 percent. There is only one return less than 0 percent, and three higher; but the negative one is much farther from zero than the positive ones. Positive skewness occurs when the values to the right of (more than) the mean are fewer but farther from it than values to the left of (less than) the mean.

   Small-cap stocks Small-cap stocks are those of companies considered small relative to other companies, as measured by their market capitalization. Precisely what is considered a “small” company varies by source. For example, one investment professional may define it as having a market capitalization of less than $2 billion, while another may use $5 billion. We are interested in a stock’s capitalization because academic evidence indicates that investors can expect to be rewarded by investing in smaller companies’ stocks. They are considered to be riskier investments than larger companies’ stocks, so investors demand a “risk premium” to invest in them. 

   Spread The difference between the price a dealer is willing to pay for a security (the bid) and the price at which a dealer is willing to sell it (the offer).

   S&P 500 Index A float-adjusted market-cap weighted index of 500 of the largest U.S. stocks, designed to cover a broad and representative sampling of industries. 

   Standard deviation A measure of volatility or risk. The greater the standard deviation, the greater the volatility of a security or portfolio. Standard deviation can be measured for varying time periods, such as monthly, quarterly, or annually. 

   Stock selection The attempt to identify individual securities that will outperform or underperform the market. 

   Structured portfolio The building of a portfolio or fund through the selection of securities in a systematic, replicable and transparent manner. 

   Style drift Occurs when a portfolio moves away from its original asset allocation, either by the purchase of securities outside the particular asset class a fund represents or by not rebalancing to adjust for significant differences in performance of the various asset classes in the portfolio. 

   Term risk The risk of holding bonds with a longer time to maturity. See also Duration.

   Three-factor model Differences in performance between diversified equity portfolios, which are best explained by three factors: the amount of exposure to the risk of the overall stock market, company size (market capitalization), and value (book-to-market, or BtM, ratio) characteristics. Research has shown that, on average, the three factors explain more than 90 percent of the variation in performance of diversified U.S. stock portfolios.

   Tracking variance The amount by which the performance of a fund differs from the appropriate index or benchmark. More generally, when referring to a whole portfolio, it is the amount by which the performance of the portfolio differs from a widely accepted benchmark, such as the S&P 500 Index or the Wilshire 5000 Index. 

   Treasury bills U.S. Treasury instruments with a maturity of up to one year. Bills are issued at a discount to par. The interest is paid in the form of the price rising toward par until maturity.

   Treasury bonds U.S. Treasury instruments whose maturity is more than 10 years.

   Treasury note U.S. Treasury instruments with a maturity of between one and 10 years. 

   T-stat Short for t-statistic, it is a measure of statistical significance. A value greater than about 2.0 is generally considered meaningfully different from random noise, with a higher number indicating even greater confidence.

   Turnover The trading activity of a fund as it sells securities and replaces them with new ones. 

   Value stocks The stocks of companies with relatively low price-to-earnings (P/E) ratios or relatively high book-to-market (BtM) ratios—the opposite of growth stocks. The market anticipates slower earnings growth relative to the overall market. We are interested in a stock’s earnings ratios because academic evidence indicates that investors can expect to be rewarded by investing in value companies’ stocks. They are considered to be riskier investments (compared with growth companies’ stocks), so investors demand a “risk premium” to invest in them.

   Venture capital A subset of private equity that typically provides capital, both debt and equity, to startup companies and small businesses that are believed to have long-term growth potential.

   Volatility The standard deviation of the change in value of a financial instrument within a specific time horizon. It is often used to quantify the risk of the instrument over that time period. Volatility is typically expressed in annualized terms.

   Weight Percentage value of a security or asset class held in a portfolio, relative to the value of the total portfolio. 
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