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Active vs. Index Investing

Just over ten years ago in March 2000, the “tech bubble” popped. Many investors also remember that as a “mega-cap 

bubble” since the largest stocks dominated the market returns. In fact, another bubble popped at the same time, but many 

investors failed to notice it, and haven’t noticed since. That bubble? Outperformance of the indexes versus active managers.

The numbers are stark: as shown below, in the large cap value space, the Russell 1000 Value has underperformed the 

median active manager for most of the past decade.

Indeed, for the ten years ending March 31st, the Russell 1000 Value is in the 80th percentile of all large cap value managers.

This follows a period where indexes did very well, and many in the industry still look at that time period for guidance, 

but examination of longer-term data reveals the late 1990s were the aberration, and not the rule. August 1995 through 

February 2000 was the longest growth cycle (where growth outperforms value) since 1973, and we believe it is no 

coincidence that the combination of growth, tech, and mega-cap cycles aligning together led to active value manager 

underperformance. Consider the data:

Over rolling 5-year time periods using January 1984 as the starting point, the Russell 1000 Value was above the median 

manager only 26% of the time, and almost all of those periods were in the late 1990s. 
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Figure 1 eASE U.S. Large Cap Value Equity Universe Rankings1 
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Figure 2 Rolling Five-Year Chart
Russell 1000® Value Index
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Over rolling 10-year time periods using the same starting point, the Russell 1000 Value was above the median manager only 22% of the time, with the late 1990s again the primary 

outperformance period.

In short, over the long-term, large-cap value managers have outperformed their index.

Why is this? We think it is generally agreed that value investing works for behavioral reasons; i.e., investors don’t like companies that have something “wrong” with them, social pain, 

loss aversion, lack of a “story,” delayed gratifi cation, etc. Value investing requires patience, being contrarian, and remaining disciplined. All of these are diffi cult for the average person 

to do consistently. Rehashing the reasons the value anomaly persists is not the point of this essay; we must simply take the evidence on its face over time that it does.

The more important questions for our purposes here are: 1) Why doesn’t index investing appear to work? and 2) Why does active investing appear to work?

To the fi rst, behavioral fi nance guru James Montier lays out a compelling case that too many in our industry still rely on the effi cient market hypothesi (EMH), despite the clear evidence 

(sadly, all too clear) that the existence of bubbles (tech, housing, mortgage, sovereign debt) should not happen under this hypothesis. Secondly, value stocks should not have higher-

returns and lower-risk under the EMH given that higher returns must come from higher risk, but in fact, value stocks have lower risk than growth stocks. However, because many 

active value managers tend to hug benchmarks to dampen volatility, there is even greater opportunity for truly active value managers to outperform benchmarks. Brandywine Global’s 

opportunity is to utilize all facets of the value discipline: stock selection, sector weighting, and portfolio construction. Investment history has demonstrated that adherence to true, active 

value management does generate superior investment performance.

To the second, there are behaviors that active managers can implement to give themselves a meaningful and sustainable edge over the index. First, staying true to the value anomaly, 

which is proven to work over time. Second, to have the largest positions in the portfolio with the highest conviction, as opposed to weighting by market capitalization. A paper by Cohen, 

Polk, and Silli examining managers top 25% of their holdings found these “best ideas” outperformed the market by 7% annually from 1991-2005, showing that stockpicking did work 

even in a period that included the aforementioned late 1990s bubbles.

SUMMING UP:

The performance evidence for the superiority of index investing is tenuous at best and heavily reliant on the late 1990s time period.

The evidence for active managers’ abilities to outperform, on the other hand, encompasses a larger range of market and economic environments.

The effi cient market hypothesis, while intuitively attractive, has not held up over time and indeed has some startling evidence against it.

Disciplined active managers can potentially take advantage of other investors’ weaknesses to add value other long periods of time. 

1 Data Source: eVestment chart created by Brandywine Global 
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Figure 3 Rolling Ten-Year Chart 
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