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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


    About the Authors


    Larry E. Swedroe


    Larry E. Swedroe is the chief research officer for Buckingham Strategic Wealth and Buckingham Strategic Partners. Larry holds an MBA in finance and investments from New York University and a bachelor’s degree in finance from Baruch College. Larry was among the first authors to publish a book that explained the science of investing in layman’s terms, The Only Guide to a Winning Investment Strategy You’ll Ever Need. He has since authored nine more books and co-authored seven books on investing and financial planning. His books have been published in seven languages. Larry is a prolific writer and contributes regularly to EvidenceInvestor.com, AdvisorPerspectives.com, and AlphaArchitect.com.


    Andrew L. Berkin


    Andrew L. Berkin, Ph.D., is head of research and oversees the development and implementation of Bridgeway’s statistically driven, evidence-based efforts. Andrew joined Bridgeway in 2013. Prior to joining Bridgeway, Andrew was co-chief investment officer and director of research for Vericimetry Advisors and director of the quantitative research group at First Quadrant. Andrew has published articles in peer reviewed journals and co-authored two books. He is a reviewer for and served on the editorial board of the Financial Analysts Journal. Andrew earned his Bachelor of Science with honors in physics from the California Institute of Technology and a Doctor of Philosophy in physics from the University of Texas.


    Acknowledgments


    For all their support and encouragement, Larry thanks his colleagues at Buckingham Strategic Wealth and Buckingham Strategic Partners. Special thanks to Dan Campbell and Corey Hendershot for their help with the data. He especially thanks his wife Mona, the love of his life, for her tremendous encouragement and understanding during the lost weekends and many nights he sat at the computer well into the early morning hours. She has always provided whatever support was needed. And then some. Walking through life with her has truly been a gracious experience.


    Andy thanks his colleagues at Bridgeway Capital Management for their enthusiastic support of this book specifically and his professional and personal life more generally. John Montgomery and Tammira Philippe provided useful feedback on an initial version of the text. Andy also thanks his family, especially his wife Joy and son Evan, for their encouragement and understanding.


    Both Larry and Andy thank Adam Butler, Wes Gray, and Corey Hoffstein for their suggestions which helped to make this a better book. We are extremely grateful to Craig Pearce for his suggestions and editing, which have been invaluable.


    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.
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