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The Case for Passive Portfolio Management 
 
Introduction 

All approaches to investing can be divided into two broad categories – active and passive. The 

proponents of each have dramatically different beliefs about the way capital markets behave. 

 

All investors must settle on a belief about market timing and security selection. The matrix below 

shows the four possible beliefs: 

 

I. Both market timing and superior security selection are possible. 

II. Market timing is impossible, but superior security selection is possible. 

III. Market timing is possible, but superior security selection is impossible. 

IV. Both market timing and superior security selection are impossible. 

 

Many individual investors fall into quadrant I.  Most professional investment advisors fall into 

quadrant II.  This position paper advocates quadrant IV as the most prudent approach. 

 

I II
III IV

Market timing is possible

Superior security
selection is possible

Market timing is impossible

Superior security
selection is possible

Market timing is impossible

Superior security
selection is impossible

Market timing is possible

Superior security
selection is impossible

INVESTMENT BELIEF MATRIX

Source: Roger Gibson, Dow Jones 
Investment Advisor, March 1996

YES

YES

NO

NO

Active Active

Active Passive
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Defining Active and Passive Management  

Active investors (quadrants I, II and III) believe there is a constantly changing set of investment 

opportunities that can be captured by skillful investment managers.  They buy and sell securities 

through market timing and stock picking to capitalize on these perceived opportunities. 

 

Passive investors believe there is a relatively constant relationship between risk and reward that can 

best be harnessed by using a consistent strategy over time.  They do not engage in market timing or 

stock picking.  Instead, passive managers seek to own a large basket of securities in pre-defined 

asset classes.  They may be active in controlling costs, controlling taxes and rebalancing.  But they 

are passive with respect to market timing and stock picking. 

 

Active Management is a “Zero-Sum” Game 

In active investment management, successes and failures exactly offset each other.  For every active 

investor who wins, there will be one who loses.  And, since active management is costly, the 

average return of all active investors will be less than the average return of all passive investors.  

There is no debate about this point among knowledgeable investors in either camp.  It is a 

mathematical fact. 

 

The ongoing debate is over whether skill or luck divides the winners from the losers in this “zero-

sum” game.  Active managers with good performance believe it is due to skill; active managers with 

bad performance believe they are skilled and they are victims of bad luck.  But it doesn’t matter 

whether performance is the result of skill or luck – the real issue is whether the winners can be 

predicted in advance. 

 

There is no Empirical Evidence that Active Portfolio Management Skill Exists 

Clearly, some active managers with good performance can thank luck for that performance.  

Academic evidence goes beyond that and suggests most - if not all - of the performance results from 

luck. 
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Here is a sampling of the numerous and ongoing studies demonstrating the inability of active 

managers to beat the market: 

• Princeton University economist Burton Malkiel examined the results of an investment strategy 
based on mutual funds selected in the Forbes magazine’s annual “Honor Roll” survey.  He 
found it underperformed the S&P 500 index by 1.38% per annum for the sixteen years ending 
1991. 
 

• Lipper Analytical Services studied fund results from 1990 - 1994 and determined that 
performance of funds with five-star ratings from Morningstar, Inc., was not statistically 
different in the subsequent year from the average equity fund. 

 

• Professor Mark Carhart of the University of Southern California conducted one of the most 
comprehensive surveys of mutual fund performance. He assembled a database tracking 
1,892 funds over a 32-year period ending December 1993. (Roughly one-third of the funds 
had ceased to exist by 1993, and only 5% existed for the entire period, indicating the 
magnitude of the problem when researching historical fund performance.) He concluded: “The 
results do not support the existence of skilled or informed mutual fund portfolio managers.” 
 

• Dimensional Fund Advisors prepared this illustration showing that only 1% of active funds 
outperformed their benchmark every year for five years. 
 

Data provided by CRSP Survivor-Bias-Free US Mutual Fund Database. Sample includes mutual funds existing as of 12/2004. Returns analyzed for the five-year period from 
2005-2009. Multiple share classes are aggregated to fund level.  Index funds, inverse funds, and leveraged funds are excluded.

A benchmark is a standard against which the performance of an individual security or group of securities is measured. It is usually based on published indexes of securities of 
the same or similar class.  However customized ones maybe used to suit a particular investment strategy. Past performance is not a guarantee of future results. Values 
change frequently, and past performance may not be repeated. There is always the risk that an investor may lose money. 

S1165.2

Equity funds 
that beat 
their 
category 
benchmark 
consistently.

Few Consistent Equity Fund Winners
Actively Managed US Equity Funds  
2005-2009

Equity funds did not outperform their 
respective category benchmark in most 
years or over the entire 
five-year period.

Nearly half (46.8%) of actively managed 
US equity funds outperformed their 
benchmark in 2005. 

Five years later, only 1.0% of the initial 
funds (23 out of 2,231) had 
outperformed the benchmark every 
year.
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It doesn’t matter what causes winners to be winners and losers to be losers if you can’t predict 

results in advance.  Winston Churchhill said, “The greatest lesson in life is to know that even fools 

are right sometimes.” 

 

Investors, however, have a hard time accepting that active managers can’t beat the market - hope 

springs eternal!  It’s like Garrison Keillor’s characterization of Lake Wobegon, where all the children 

are “above average.”  Or automobile drivers, 80% of whom, according to a survey, consider 

themselves to be “above average” drivers.  It can’t be so! 

 

But what about Peter Lynch?  He managed the Fidelity Magellan fund and did beat the market, even 

after adjusting for risk factors.  Wrong question.  The better question to ask: Why aren’t there more 

active managers with a track record like Peter Lynch?   

 

What about Bill Miller who manages Legg Mason Value Trust?  From 1991 through 2007 the fund 

outperformed the broad market every year (a winning streak that no other fund manager has come 

close to matching).  Then, in 2008, it dramatically underperformed the S&P 500, wiping out nearly 20 

years of market-beating performance and was one of the worst performing in its asset class for the 

prior one, three, five and 10-year periods.     

 

The graph on the following page illustrates the percentage of investment managers in a well-

respected database that beat a simple benchmark of the S&P 500 plus 1%.  (One percent was added 

to reflect fees charged by the managers because the results were tabulated before fees.)  The green 

bars indicate what percentage of the managers in the database beat the benchmark for the number 

of years out of ten years.  The purple line illustrates what we would expect by coin flipping, i.e., a 

random outcome.   

 

Note that there are fewer winners and more losers than we might expect by chance.  In other words, 

we would expect to see more managers beat the market (if only by luck), and we actually see fewer! 
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The Results of Passive Portfolio Management are Above Average 

Successful people have a hard time letting go of the desire to be among the winners.  We hire 

experts in other areas of our life, so why can’t we do it when it comes to investing?  Passive 

investing sounds like accepting mediocre results and seems to eliminate the possibility of 

spectacular results. However, the cost advantages alone cause passive investors to outperform 

active investors 75% of the time.  Passive investing is not accepting mediocre results – it is a more 

reliable way of achieving above average results. 

 

The average avid golfer carries about a 20 handicap.  If you play golf, ask yourself if you would agree 

to have a handicap of 2 if you had to accept that you would never again record a hole-in-one or even 

a birdie.  Passive investing is a similar proposition.  Perhaps you wouldn’t make that deal in golf, but 

you play golf for fun. Your portfolio strategy may determine whether you can afford to play golf in the 

future. 

 

Passive Investing is Safer and More Reliable than Active Investing 

You must decide whether you invest to achieve future economic objectives or whether you invest for 

entertainment.  Many people invest at least in part for that reason.  If that is your purpose, you have 

Active Managers Who Beat S&P 500 +1%
compared to Coin Flipping
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Active managers’ 
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Once costs are included, 
too few managers 
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S&P 500 and too many 
managers consistently
underperform the S&P 500.

Source: SEI Corporation



 

 
resource consulting group  6 
© RCG; All rights reserved 
 

a legitimate motive to pursue active investing for at least a portion of your portfolio.  It is much more 

thrilling entertaining than passive investing.  You will have big winners and big losers.  You will have 

interesting reasons for investing in this or that.  You will be able to discuss market forecasts and hot 

stocks and have great stories to tell.  Releases of quarterly economic data will be of interest to you.   

 

But if you want to maximize the probability of achieving your financial goals, then passive investing is 

the clear choice.  Not only does passive investing yield a higher return and have significantly lower 

costs, but it does so at a dramatically lower risk.  Active investors will dispute this point.  They often 

cite safety as an advantage of active investing due to the fact that they accumulate cash or take 

other defensive positions from time to time.  Remember, active investing is a “zero-sum” game.  For 

every active investor who accumulates cash or takes a defensive position at the right time, there will 

be one who does it at the wrong time. 

 

In order for active investors to offset their trading costs and commissions, they must have higher 

returns.  This can only be achieved by taking concentrated investment positions, which results in 

additional risk.  Concentrations of risk come in several forms:  

• Heavily weighting dollars to a few purported hot stocks 

• Going from equities to cash in advance of a predicted market downturn then from cash to 

equities in advance of a predicted market upturn 

• Weighting dollars to one or two sectors of the market that the active manager predicts will be 

the next area of the market to boom 

 

Some active investors claim to mitigate their risk through diversification. In doing so they eliminate 

the possibility of achieving the above average returns they are seeking through active investing.  

Broadly diversified active investors are simply expensive passive investors. Passive investing is the 

only reliable approach to broad diversification. 
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Active investing through market timing is a risky way of increasing returns and has a low probability 

of success.  The following chart illustrates the risk of missing just a few of the “up” market days, 

leading some to the conclusion that the risk in the stock market does not result from being in the 

market when it goes down.  Rather, the risk is being out of the market when it goes up because the 

advances are often very extreme. 

 

Everybody Wins with a Passive Portfolio Strategy 

Passive investing in one form gained popularity in the late 1990s.  Many actively managed mutual 

fund families added an S&P 500 stock index fund.  This was not due to enlightened thinking about 

passive investing.  It was just chasing returns and money flow because the S&P 500 stock index 

produced unusually high returns in the mid to late 1990s.   

 

There was a time when you could not achieve a well-diversified portfolio by using mutual funds.  But 

now, every major asset class can be captured passively and portfolios can be engineered to have the 

desired exposure to various risk factors such as small stocks, value stocks, international stocks, etc. 

Harnessing the returns of these asset classes efficiently is the key to successful long term investing, 
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not beating the market.  These asset classes produce much higher returns than most investors 

achieve.   

 

While the record of active managers is not impressive, the record of individual investors is even 

worse.  By chasing the mutual funds with good performance, individual investors achieved results 

even worse than the average actively managed fund.  And, both are worse than the average passive 

fund. 

 

As an example, CGM Focus was the best performing mutual fund from 2000 through 2009, 

generating an average return of 18%.  Unfortunately, the dollar-weighted investor’s experience was 

negative 10%.  This was a fund that had market-beating returns followed by significant troughs.  

Investors flocked to the fund following a stellar period just in time to experience a devastating loss. 

They then left the fund at the bottom only to miss the next peak. 

 

Morningstar® conducted a study of 199 no-load growth mutual funds for the period 1989 to 1994.  

The average total return for the funds was 12.01%.   However, the individual investors during that 

same time period earned a total return of just 2.02%.  Why?  The individual investors held onto their 

funds for only 21 months.  They were either trying to time the market or chase a hot fund.  A similar 

study of stock mutual funds from 1984 to 1996 discovered that the average investor’s return was 

10% less than the average returns for the funds themselves. 

 

DALBAR, Inc. publishes an annual study of investor behavior.  For the twenty year period ended 

December 31, 2008, the study found that while the S&P 500 returned 8.35%, the average equity 

fund investor would have earned an annualized return of just 1.87%, which was less than the inflation 

rate of 2.89%.  Bond investors fared no better.  They earned returns of just 0.77% compared to 

7.43% for the index.  Part of the reason for this was the underperformance of active managers.  The 

major difference, however, was that the average investor held a mutual fund for under three years. 

This is further evidence that investors chase the hot funds. 
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The Power of Passive 

The following chart illustrates the power of passive investing after taking into account the fees, 

transaction costs, and taxes, coupled with diversification, rebalancing and discipline.  It does not 

reflect additional strategies that could enhance returns such as tilts to small cap and value portfolios. 

Institutional Investors are Moving to Passive Investing 

Institutional investors have the least to gain by passive investing because they can bargain for lower 

fees from active managers, typically paying up to 2% less per year than individual investors.  Despite 

the fact that institutional investors pay a lower percentage in fees, they pay a huge amount in dollar 

terms for active management because of their portfolio size.  Therefore they are able to hire the best 

A n  in d e x  fu n d  s h o u ld  b e  a n  a v e ra g e  p e rfo rm e r w h e n  c o m p a rin g  its  re p o rt e d  r e tu rn  to  
th e  re p o rte d  re tu rn  o f a c t iv e ly  m a n a g e d  fu n d s  in  th e  s a m e  in v e s tm e n t  c a te g o ry .  

A fte r ta k in g  in to  a cc o u n t  th e  e ffe c t  o f fe e s  a n d  t ra n s ac t io n  c o s ts  o n  th e  re p o rte d  re -
tu rn , th e  in d e x  fu n d  b e c o m e s  a  to p  q u a rt ile  p e rfo rm e r,  b e a t in g  o v e r 7 5 %  o f a ll a c t iv e ly  
m a n a g e d  fu n d s . 

A fte r ta k in g  in to  a cc o u n t  th e  a d d it io n a l im p a c t  o f in c o m e  ta x e s , th e  in d e x  fu n d  s h o u ld  
b e a t  o v e r 8 5 %  o f a ll a c t iv e ly  m a n a g e d  la rg e  c a p  a c c o u n ts . 

E v e n  m o re  v a lu e  c a n  b e  a d d e d  to  a n  in d iv id u a l p o rt fo lio  th ro u g h  d iv e rs ific a t io n ,  re b a l-
a n c in g  a n d  d is c ip lin e . 

C O M P A R IN G  A N  I N D E X  F U N D  
T O  A C T IV E LY  M A N A G E D  F U N D S  

 A c tiv e ly  m a n a g e d  fu n d s  
In d e x  fu n d  

B e fo re  
F e e s ,  

T ra n sa c t io n  
C os ts  an d  
T a x  E ffe c t 

A fte r  F e e s  
a n d  

T ra n s a c t io n  
C o s ts  

W ith   
d iv e rs if ic a t io n , 

re b a la nc in g  a n d 
d is c ip lin e 

A fte r  F e e s , 
T ra n sa c t io n  
C o s ts  an d  
T a x  E ffe c t 

A v e r a g e  B e a ts  o v er 
8 5 %  

T o p  
Q u ar ti le  
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talent in active management.  Even so, institutional investors have been moving toward passive 

management for more than ten years. 

 

In 1995, Intel fired all five of its active money management firms that had been picking stocks for its 

corporate retirement plans.  They chose instead to invest $1 billion in passive index funds. 

 

In the summer of 1999, Phillip Morris USA, Inc. (now Altria Group) axed all of its active equity 

managers.  The company had $8 billion in its defined benefit plan utilized both active and passive 

strategies for some time.  According to the company, the active managers significantly 

underperformed so they were all dismissed. 

 

If institutional investors are moving to passive management, where the cost advantage is less than 

1/2% and they are able to hire the very best of the active investors, why shouldn’t individual 

investors do the same?  The cost advantage for individual investors is usually more than 1% and can 

exceed 2% per year.   

 

Passive Investing is Consistent with The Prudent Investor Act 

The Uniform Prudent Investor Act (UPIA) has been adopted by at least 44 states plus the District of 

Columbia in some version and more states are expected to follow.  Although the UPIA could easily 

be the subject of an entire paper itself, these major points are relevant here: 

 

• A trustee who strays from the basic tenets of Modern Portfolio Theory (MPT) must carry a 
burden of persuasion as to the reasonableness of that approach.  (MPT refers to the process 
of reducing risk in a portfolio through systematic diversification across asset classes and 
within a particular asset class.  It assumes that all investors desire the highest possible 
returns while bearing the lowest amount of risk, and that capital markets are generally 
efficient.) 
 

• The overall investment strategy should be based upon risk and reward objectives suitable for 
the trust. 
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• There is a duty to diversify unless the trustee reasonably determines that it is in the interests 
of the beneficiaries not to diversify.  The UPIA goes beyond prior law in requiring 
diversification across asset classes, not just within an asset class. 
 

• Asset allocation is the trustee’s principal responsibility 
 

• Cost minimization is required 
 

Passive investing fits the bill because it focuses on the factors deemed relevant by the UPIA – 

Modern Portfolio Theory, asset allocation, broad diversification and cost control.  Active 

management either focuses on factors that are deemed not relevant by the UPIA (market timing and 

stock picking) or are much more costly than necessary.  Trustees are on much firmer ground with 

passive investing. 

 

Summary 

Passive investors who pursue a consistent low-cost strategy over time reliably earn market returns 

and end up with performance exceeding the vast majority of the average investors.  Active investors 

attempting to “beat the market” are the ones who risk losing in the long run.  Certainly, some active 

investors will win, and some will win big.  More, however, will lose and some will lose big.  All 

passive investors win in the long run. 

 

Active management is exciting, expensive and unpredictable.  Passive management is boring, cost 

effective and reliable.  Where would you like your financial future to lie? 


