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Philosophers at heart, financial advisors 
are a group who love analysis and 

lively debate. Of the great financial 
debate topics, a common argument 
is whether passive or active portfolio 
management is best in the pursuit of 
investment success.

If you are not among the cognoscenti, 
you may not know that passive invest-
ment management involves no individual 
stock or bond analysis or preferential 
security selection. Thus, stock and bond 
analysts are not involved at any point in 
the process, placing them on the active 
side of the debate by default. 

Passive management holds that all 
markets are efficient and that every-
thing that can be known about a par-
ticular traded security is known and 
factored into that security’s price. Since 
individual holdings are irrelevant to 
passive investors, near clones of mar-
ket sector indexes, such as the Russell 
2000, the S&P 500 and so on are used 
in their carefully crafted portfolios. Pas-
sive portfolio components are weighted 
so as to counterbalance one another 
and form a certain, contrived financial 
harmony. When an imbalance occurs 
that exceeds a pre-set percentage, the 
advisor re-balances to the pre-set allo-
cation formula.

Active management, on the other 
hand, involves lots of individual security 
analysis and careful selection by stock 
and bond portfolio managers or stock 
brokers in an effort to outperform the 
markets. Those who subscribe to this 
method of portfolio operation, by far the 
majority where individual investors are 
concerned, believe that they will be able 
to outperform the related market indices 
via research, wisdom and skill.

Revenge of the Economic Nerds
There was no passive versus active 

debate until a boy genius named Harry 
Markowitz came along in search of a 
Doctorate of Econom-
ics at the University of 
Chicago. In 1953, at 
a mere 25, Markow-
itz unveiled his analy-
sis of something called 
“mean-variance.” The 
work comprised an as-
tounding doctoral dis-
sertation and the in-
vestment world has not 
been the same since. 

In early 1959, the 
new Dr. Markowitz ex-
panded and published 
his mean-variance ef-
fort in a landmark 
tome for the financial 

field called “Mean-Variance Analysis in 
Portfolio Choice and Capital Markets.” 
It is heavy reading indeed, most appre-
ciated by those with advanced degrees 
in mathematics. 

The book explained how different as-
set class values have historically moved 
in varying relationships to each other. 
Depending on the degree to which they 
are correlated (how their plus and mi-
nus value movements compare to each 
other) a portfolio’s performance is af-
fected. Thus, Markowitz found that, 
for a given amount of risk (measured as 
the degree of deviation from the mean 
or average), there can exist varieties of 

asset class blends that 
attain various yields 
and all of these can be 
quantified. 

Plotting the best 
of the asset combi-
nation possibilities at 
given risk levels cre-
ates a curve that has 
become famous in fi-
nancial circles as the 
“Efficient Frontier.” 
Passive investment pro-
ponents seek to place 
their clients’ portfolios 
on that efficient fron-
tier, thereby attaining 
the best return for a 
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given degree of risk. 
Other academics followed Markowitz’s lead as the cen-

tury marched on and computers advanced in their ability 
to manipulate larger and larger numbers and equations. In 
time, academicians developed the computer fire-power and 
layered research to prove to their satisfaction that the allo-
cation of investment funds into asset classes (commonly re-
ferred to simply as “asset allocation”) was, by far, the domi-
nate factor in determining overall portfolio performance. In 
fact the Benson, Beebower and Hood studies (1986) pegged 
the degree to which results were determined by asset allo-
cation at more than 90 percent, very much to the financial 
world’s shock.

Nobel of Them, Indeed 
The collective work in mean-variance became known and 

accepted as the concept called Modern Portfolio Theory 
(MPT). MPT is used widely in investment circles today and 
key players in its development, such as Harry Markowitz, 
William Sharpe of Stanford and selected other academic lumi-
naries, garnered Nobel Prizes along its evolutionary way. 

Given the academic research, laborious cross-checking and 
widespread learned support that underpins Modern Portfo-
lio Theory, one might wonder why there is any debate over 
passive verses active management in the first place. After all, 
if there is really an efficient mix of assets that will yield the 
most return for a particular degree of risk, then why not just 
cut costs and time by going for an appropriate blend? The 
answer that behavior economists usually give is that a great 

desire to beat markets exists. That desire is coupled with the 
well accepted belief that some people are smart and talented 
enough to outsmart markets on a regular basis.

Not surprisingly, in deciding between active and passive 
management, the overwhelming majority of individual inves-
tors choose active management. They like the upside poten-
tial that they believe comes with using professional money 
managers to select securities for their portfolios. Trying to 
beat markets through securities selection and market timing 
can also be a lot of fun, much like playing games of chance. 
Casinos have remarkable drawing power and the lure of ac-
tive management seems similar. 

However, disappointing it may be, the reality is that only 
about 15 percent of the professional active management en-
tities actually top the indexes against which they are bench-
marked over blocks of time. To make matters worse, predict-
ing which ones will do so and when their winning streaks 
will end has proven to be impossible thus far.

Beyond the difficulty of security selection, another seri-
ous issue that active management faces is the cost of such 
management compared to the passive approach. Typically, 
and depending on the asset class involved, investors have to 
beat the related asset class index average by 2, 3 or even 4 
percent each year to pay for the associated higher fees and 
trading costs. 

Mutual Funds and Mutual Annoyances
Of the three most common methods of active management, 

mutual funds, stock brokerage accounts and individually 
managed accounts (often called IMAs or Wrap Accounts), 
the expenses for the investors are generally thought to aver-
age out about the same for a given style. Actively managed 
mutual funds have their advantages but are usually regarded 
as the least performance and cost efficient of the three broad 
forms of active management. 

Many investors are aware of the ‘expense ratio’ in mu-
tual funds and know that the higher that ratio is, the more 
overhead their underlying investments must overcome for 
the fund to move ahead of the pack. Unfortunately, very 
few investors know about another significant cost in mu-
tual funds—the cost of trading. That is because it is hidden 
from easy sight. The inclusion of trading in the cost ratio 
calculation for reporting is, for some reason, not required 
by the Securities Exchange Commission. It is typically a big 
number though, often more than 1 percent, and it weighs 
on the ability of fund management to excel in performance, 
just as the official expense ratio does.

Another problem that is especially difficult for mutual 
funds to outmaneuver is the need to always hold some cash 
back to cover redemptions. Doing so results in a fund’s in-
ability to fully participate in a good market and can force 
the sale of some securities at times when a fickle public is 
turning shares in for cash.

One of the worst problems for mutual fund investors is 
the fund’s overall tax inefficiencies. Portfolio turnover is a 
big problem as each inside-the-fund sale creates a taxable 
event. Meanwhile, sales of fund holdings during heavy re-
demption periods often produce capital gains that are al-
located to the remaining shareholders. In taxable accounts, 
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these gains, when reinvested, still produce a tax bill even 
though no cash was generated to pay that bill. This sce-
nario is a quintessential example of the ‘no good deed goes 
unpunished’ doctrine, considering that the loyal, long-term 
shareholder gets stuck with a tax bill for, in effect, selling 
securities he and his portfolio manager did not want to sell 
in the first place.

Enter Exchange Traded Funds
The mutual fund world for passive managers improved 

when Exchange Traded Funds (ETFs) were introduced in 
1996. Barclays came up with the idea of creating special 
funds to mimic the assorted world-wide indices and be trad-
ed just like stock shares are on exchanges. Being traded at 
the public exchange level, coupled with the means by which 
these funds buy and sell the shares of stocks and bonds they 
hold, virtually eliminates the tax inefficiencies found with 
typical mutual funds. Accordingly, ETFs are greatly appre-
ciated and utilized heavily by passive management finan-
cial planners.

Despite the low costs and efficiencies of Exchange Traded 
Funds and the general acceptance of Modern Portfolio The-
ory, active management remains popular. Active manage-
ment infrastructure has been in place for a very long time 
and, even though remarkable academic underpinning for 
passive methodologies exists, active management’s allure 
continues. Interestingly, if active management disappeared, 
the efficient market systems that make passive management 
work would disappear too. No doubt, there is little chance 
of that and we can expect the debate to continue.

In accepting his Nobel Prize in 1990, Harry Markowitz 
recalled that Milton Freedman, the University of Chicago’s 
legendary elder economist and chair of Markowitz’s doc-
toral committee, told the young genius that his mean-vari-

ance research was not really economics; neither was it math, 
nor did it belong exactly in the College of Business Admin-
istration. Dr. Markowitz smiled as he told the Nobel audi-
ence, “Well, maybe it was not economics then, but it sure 
is now.” Yes, it sure is. 


