
FROM THE DESK OF THE CIO 

For some time now, and indeed since the crash of 2008-2009, there has been a 

steady chorus of voices in the investment industry touting the benefits of index-

based equity investing.  Frankly, for a couple of reasons, they aren’t wrong for the 

average investor.  First, they provide an excellent source of diversified asset 

allocation, which is a significant factor of return variation to harness for most long-

term investors.  Second, as with most buy-and-hold strategies, they allow the 

opportunity for investors to avoid the pitfalls of which Benjamin Graham warned 

in the late 40s,  “In the short run the market is a voting machine, but in the long run 

it is a weighing machine.”  Passive strategies, when implemented and held for 

extended periods, enable investors to avoid the short-term “voting” head-fakes that 

were central tenets to Graham’s caution. This enables investors to realize the longer

-term benefit of the “weighing” dynamic.  Still, the one area where index investing 

can be problematic is when masked as active investing, which often carries with it 

excessive management fees associated with active management overhead. 
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Something known within the industry for some time but just now coming to appro-

priate light for the retail investor is that many equity mutual funds, while touting 

being actively managed, end up being closet index funds.1  Regardless of the strate-

gy they follow, their performance over time, both up and down, tends to closely 

track the fund’s respective benchmark index, with a performance drag often de-

fined entirely by the assessed management fee.  In any given year, this may result in 

a positive outcome for the investor due to the bailout effect created by market beta.  

However, the reality is that the investor is not getting the value for which they’ve 

paid. 

On average, actively managed open-ended mutual funds and ETFs charge a fee of 

75 basis points, or 0.75%, while their passively managed counterparts, ones de-

signed to mimic the performance of a stated index, cost on average 17 basis points, 

or 0.17%.2  As the issue raised by closet indexing now becomes clear, the investor is 

paying upwards of four times the fee for the same performance, or typically worse 

performance when active management fees are netted out of performance.  This 

issue has gotten so pervasive that new rules have been promulgated to address no-

tice to investors.3 

 "In the short run the market is a 
voting machine, but in the long run 

it is a weighing machine.”  

-Benjamin Graham 
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In the short run, the market 
behaves like a popularity contest, 

with stock prices changing rapidly 
based upon posturing by trading-
oriented speculators, which often 

can occur with little to no change in 
the underlying intrinsic value of the 

stock.   

Retail investors tend to have strong 
propensities for poor returns in 

their equity portfolios as short-term 
trend followers.  They fall prey to 

the “voting” machine, never 
reaping the benefits that the 

“weighing” dynamic can deliver.  

The Weighing Machine 

Regardless of one’s view on Benjamin Graham’s investment philosophies, his views 

on the market’s short- and long-term dynamics as a “voting” versus “weighing” 

machine lends itself as a timeless cautionary tale for the average investor.  In the 

short run, the market behaves like a popularity contest, with stock prices changing 

rapidly based upon posturing by trading-oriented speculators, which often can 

occur with little to no change in the underlying intrinsic value of the stock.  Many 

times this results in investors chasing headlines and fads instead of focusing on the 

underlying value of the equities they own.  The retail reaction can also occur in a 

significantly delayed fashion to professional traders who are moving in and out of 

positions based on factors that have little to do with the long-term value of a 

company. This results in the outcome of the market acting as a pain-inflicting 

voting machine. 

However, over a longer period, such as a decade or two that encompass multiple 

business cycles, the price of any security tends to converge upon its intrinsic value, 

erasing the adverse impacts that investor psychology can cause.  Tools available to 

assess how far off course a given stock may have deviated from its long-term 

intrinsic value include discounted flow statements, sum-of-the-parts valuations, 

and terminal value calculations, all of which help unveil return on invested capital 

relative to a firm’s cost of capital.  These valuation frameworks help decipher short-

term mispricings that represent a divergence from long-term value. 

History has shown that the majority of retail investors are short-term trend 

followers and, therefore, have strong propensities for poor returns in their equity 

portfolios.4  They fall prey to the “voting” machine, never reaping the benefits that 

the “weighing” dynamic can deliver.  This basic premise underlies nearly every 

argument for advising the average investor to rely upon low-cost index-based 

mutual funds versus higher costing actively managed mutual funds.  

While this premise is not new, in recent years it has taken hold as the predominate 

approach for retail investors and, as such, resulted in an explosion of index-based 

products.  With this vast and continuing proliferation of index products, capital 

flows from actively managed mutual funds to index based funds have been 

pronounced. In fact, over the past decade $3.3 trillion have flowed into index-based 

U.S. equity funds.  This is over 13 times the size of money flowing into actively 

Over a longer period, such as a 
decade or two that encompass 

multiple business cycles, prices 
tend to converge upon stocks’ long

-term intrinsic value, erasing the 
adverse impacts that investor 

psychology can cause. 
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Over the past decade $3.3 trillion 
have flowed into index-based US 

equity funds, over 13 times the size 
of money flowing into actively 

managed US equity funds. 

While index-based investing may represent the best opportunity for the average 

retail investor to benefit from the market as a weighing engine, it also means that 

trillions of dollars are indiscriminately pouring into poorly performing stocks.  By 

buying an index-based fund, an investor is, by definition, owning the performance 

of all underlying positions, good or bad.  Further, with investment companies 

dedicating vast resources to the creation and marketing of additional indexed-based 

products, such as factor-based or “smart beta” strategies, the fundamental exercise 

behind value discovery is becoming an art performed by fewer market participants. 

Active vs Passive U.S. Equity Flows 
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Opportunity for Alpha Generation 

Currently there are $12.2 trillion dollars invested in passive strategies globally and 

growing.6  As the size of the passive market continues to increase, in turn driving 

out more active management participants, fewer rocks will continue to be left 

unturned that otherwise could reveal hidden gems for the intrinsic value seeker.  

This is problematic because ownership of securities is increasingly predicated on 

index composition, leaving fewer investors able to capitalize on security 

mispricings.  This could arguably lengthen periods where stocks remain in pricing 

“penalty boxes.”  As such, we believe the environment over the next decade will 

create an optimal situation to utilize a definable, repeatable investment process that 

is honed to uncover relative value.  Disconnects in intrinsic value from pricing, 

along with floodgates open to the masses heading towards indexing, creates the 

perfect storm for actively managed strategies that can sort through the distracting 

noise of short-term voting machine.  

Currently there are $12.2 trillion 
dollars invested in passive 

strategies globally and growing. 
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Important Disclosures:   This material is not intended as and should not be used to provide investment advice and is 

not an offer to sell a security or a recommendation to buy a security.  This summary is based exclusively on an analysis of 

general market conditions and does not speak to the suitability of any specific proposed securities transaction.  

All opinions and views mentioned in this report constitute our judgments as of the date of writing and are subject to 

change at any time.  We will not advise you as to any change in figures or views found in this report. 

Our judgement or recommendations may differ materially from what may be presented in a long-term investment plan.  

Investors should consult with an investment advisor to determine the appropriate investment strategy and investment 

vehicle. Investment decisions should be made based on the investor’s specific financial needs and objectives, goals, time 

horizon and risk tolerance.  

Security information, portfolio management strategies and tactical decision processes are opinions of SWS Partners, LLC 

and the performance results of such recommendations are subject to risks and uncertainties.  

Except for the historical information contained in this report, certain matters are forward-looking statements or projections 

that are dependent upon risks and uncertainties, including but not limited to such factors and considerations such as 

general market volatility, global economic risk, geopolitical risk, currency risk and other country-specific factors, fiscal and 

monetary policy, the level of interest rates, security-specific risks, and historical market segment or sector performance 

relationships as they relate to the business and economic cycle.  

This commentary has been prepared by SWS Partners, LLC (“SWS”), a registered investment adviser in the state of Ohio.  

If you would like a copy of SWS’s disclosure brochure, please visit www.adviserinfo.sec.gov. 

Investment advisory services offered through SWS Partners, LLC. 
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