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When Is It a Good Time To Be an Active Investor?

The financial media and investment gurus often try to sell investors on the “right time” to be an active investor. The
Jfollowing shows that it is never a good time to be an active investor.

Investment experts espouse all sorts of conventional wisdom. One assertion: There are times when

active investing is a prudent strategy. Below are some examples:

o Peter Preiseler of T. Rowe Price Global Investment Services suggests the current “disconnection
between long-term fundamentals and valuations has created investment opportunities — an ideal
environment for active managers to demonstrate their abilities.” He goes on to suggest, “One would
expect an active manager to get the better of an environment where volatility was high.”'

o Stephen Birch of investment consultant Hymans Robertson said, “Active managers will tend to find
greater opportunities to add values when markets are inefficient.”

o InaJune 2008 article in Money, personal finance guru Suze Orman was questioned on why it was the
time to get into active management: “All the stats say that index funds outperform 80% of managed
funds out there ... But today I think you have to be more active.”

So, when is it a good time to be an active investor? We would argue that there is never a good time to be
an active investor. When you take the valuated average of all active investors and the valuated average of
all passive investors, the difference in their performance is simply the difference in the fees they pay.
The average active investor will underperform the average passive investor due to fees and expenses.

This concept is what professor William Sharpe called “The Arithmetic of Active Management.” It is
perhaps best explained by an example. Let’s say an investor holds a passive market portfolio. The
investor knows the aggregate of everyone else holding a market portfolio and the return must equal the
return of the market minus expenses. The investor also knows the aggregate of every other investor
(including many active investors) must equal the return of the market minus the aggregate of their
expenses. From Sharpe’s paper, “costs of actively managing a given number of dollars will exceed those
of passive management.”* Simply because of fees and expenses, passive investing wins over active
investing. This holds both in the long run and in the short run, and over any time period.

If an inefficient market made active investing less expensive than passive investing, then the arithmetic
of active management would not hold. We know this is not the case.
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