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Which currently popular investment fads are flashes in the pan, and which are actually 
worthy innovations? Which are somewhere in between?  
 
Because the theoretical or academic pedigree of an investment strategy helps 
mightily to sell it, marketers often represent whatever they’re selling as “real science,” 
with roots in the work of Nobel Prize-winning financial economists. Some of these 
claims are entirely justified. Some are almost entirely hype. More often, they’re in 
between — good investment ideas that, sooner or later, take on the shape of fads 
and become crowded trades that lose their effectiveness.  
 
Let’s look, through this lens, at some strategies that are currently receiving attention 
from investors. Before starting, I’ll state my biases: indexing is usually a very good way 
for investors to obtain access to an asset class, because it is hard to pick successful 
active managers and active strategies — but active management is not useless.2 Far 
from it! Many strategies, especially value strategies, have delivered superior returns 
over long periods of time. Given the behavioral biases and information asymmetries 
that we observe almost everywhere, value investing can be expected to continue to 
perform well on average over time (although not all the time!). The effort to 
distinguish good active strategies from doubtful ones is well worth one’s while. 
 
Because most strategies start out as plausibly good ideas, at least in a backtest, and 
because no active strategy can “work” everywhere and always, most of the 
investment ideas covered in this article are in-betweeners. They are neither exact 
science nor pure baloney. But, as practiced and marketed, they sometimes lean to 
one side or the other. 
 
For each strategy, several questions should be asked: 
 

 Is it grounded in real theory? 
 Is it scalable, that is, will it still work more often than not after it becomes 

popular? It is not necessarily bad to pursue a strategy that fails as more and 
more people attempt it, but at least you should know that a strategy has that 
characteristic, and you should have some indication of when to stop. 

																																																								
1 Laurence B. Siegel is the Gary P. Brinson director of research at the CFA Institute Research Foundation 
(Charlottesville, VA) and can be reached at lbsiegel@uchicago.edu. I live and work in Wilmette, IL and 
Del Mar, CA. This article is based on a panel discussion in which I participated at the Commonfund 
Forum, Orlando, Florida, March 16, 2015. I am greatly indebted to AJO (Philadelphia, PA) for its 
financial, moral, and practical support of this article and of my work in general; to Paul Kaplan 
(Morningstar Canada), Stephen Sexauer (San Diego County Employees Retirement Association), Rodney 
Sullivan (AQR Capital Management), and Barton Waring (Barclays Global Investors, retired) for their 
critical and always helpful comments; and, especially, to Thomas Idzorek of Morningstar for allowing me 
to recycle some of the ideas in his great article, “Caveat Emptor!” [Idzorek 2014], in the present work. A 
slightly abridged version of this article will appear in Morningstar Magazine. 

2 There are some strategies, such as private equity, private real estate, and certain natural resources 
investments, for which an index fund cannot realistically be constructed (mostly because positions, or 
deals, have to be individually negotiated and there is not enough liquidity to rebalance the index). In 
these asset classes one must select active managers.	
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 Does it work (have a reasonable prospect of producing alpha) after all 
transaction costs and reasonable fees have been subtracted?  

 
Let’s go through a few of the major currently popular strategies. 
 
CAPITALIZATION-WEIGHTED INDEXING  
Cap-weighted indexing is the base case to which all active strategies must be 
compared. For a strategy to be considered active, it is necessary to define what is not 
active. A number of passive strategies can be imagined, including buy-and-hold-
forever-without-rebalancing. But the only passive strategy — in fact, the only strategy 
of any kind — that everyone can follow without any stocks or bonds or other assets 
being “left over” is cap-weighted indexing. Cap-weighted indexing is 
macroconsistent.3 
 
Cap-weighted indexing has been criticized mightily by proponents of the active, non-
cap-weighted strategies discussed below. One author said it was worse than 
Marxism.4 (It’s not.) The primary criticism is that one can do better by observing the 
fundamental values of securities. Cap-weighted indexing is said to overweight the 
stocks that are the most overpriced, to bet on momentum or the “greater fool 
theory,” or to be demonstrably inefficient. (This last criticism usually involves some 
sort of look-back to see what would have been a better investment.)  
 
Of course it’s always possible to find an investment better than the cap-weighted 
benchmark with the benefit of hindsight! But we do not select securities for future 
holding periods with that kind of foreknowledge. So the cap-weighted index, 
demonstrably efficient when we use neutral return, risk, correlation forecasts that do 
not embody any special foreknowledge, is the benchmark for evaluating all other (that 
is, all active) strategies.  
 
But indexing has recently become massively popular, not just as a benchmark but as a 
portfolio to be held for long-term investment. Is this trend hazardous? Someone has 
to set the prices of securities on the margin, and that “someone” has to be the 
community of active managers. They need to be paid for their work and risk. Are we 
at the point where there’s so much indexing that no one is setting the prices?  
 
Not nearly. If not enough people are setting security prices, active management 
should be easy and alphas should be huge.5 The difficulty that both traditional active 
managers and hedge funds in the 21st century are having in extracting alpha is 
testimony to the fact that indexing is at least fairly efficient and active management is 
not easy. (We’d also note that we do not know the optimal amount of effort to devote 

																																																								
3 See my book, Benchmarks and Investment Management [Siegel 2003] for an extended discussion of 
cap-weighted indexes (benchmarks), indexing, and macroconsistency,  

4 Fraser-Jenkins et al. [2016]. See http://www.bloomberg.com/news/articles/2016-08-23/bernstein-
passive-investing-is-worse-for-society-than-marxism for a discussion. 

5 To be completely clear, even in a very inefficient market alphas are huge only for those with above-
average skill; active management still a zero-sum game, no matter how efficient or inefficient the market. 
See Sharpe [1991], which, by the way, has the great virtue of being only two pages long, with no math. A 
must read.	
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to alpha production, if the objective is allocating resources so as to maximize long-
term economic growth. This is a worthy topic for future research.) 
 
Cliff Asness argues that index fund investors, free-riding on the price discovery efforts 
of their active brethren, are taking advantage of capitalism’s greatest gift — the 
information in prices.6 This is exactly what they should be doing. The ability to use this 
information without paying for it, Asness concludes, is not a defect of capitalism, but 
one of its most valuable features. That’s where I come out too.7 
 
In extremis, the world doesn’t need conventional active managers at all. As Rex 
Sinquefield pointed out a generation ago, corporations can set the prices of their own 
securities by deciding whether to issue more stock, buy some back, or leave well 
enough alone. (They know more about the value of their stock than managers do.)  
 
But don’t worry, this is not about to happen. There is no shortage of active managers 
or of active management ideas.  
 
 Science or baloney? Cap-weighted indexing is firmly rooted in science. 
 
FUNDAMENTAL INDEXING 
Fundamental indexing (of equities) is just like cap-weighted indexing except that you 
don’t use cap weights; you use other data about the sizes of companies as the 
weights. These other data can be sales, earnings, dividends, number of employees, 
book value, or a combination of these. What is not used is the market’s own 
assessment of the stock’s value, in the hope that stocks which are overpriced by the 
market (relative to their fundamental value) get a smaller allocation than they do in a 
cap-weighted index.  
 
What an appealing idea for beating benchmarks! We all know that markets are not 
perfect at pricing securities, and avoiding those that are overpriced, while giving 
generous weights to those that are underpriced, would seem to be an almost surefire 
formula for success. 
 
It’s not a bad strategy, but it’s just value investing. As Paul Kaplan, of Morningstar, 
shows, a fundamental index is just a yield tilt applied to a cap-weighted index: “the 
fundamentally weighted index underweights stocks that have lower yields than the 
market-cap-weighted portfolio and overweights stocks that have higher yields than 
the market-cap-weighted portfolio.”8   

																																																								
6 https://www.bloomberg.com/view/articles/2016-09-02/indexing-is-capitalism-at-its-best  

7 Consider a hardware store owner who is trying to figure out how to price an item, say, a power saw. He 
can perform fundamental analysis, studying his cost for the saw, labor costs, rent, the normal rate of 
profit in the hardware business, and so forth, and repeat this process for each item in the store; good 
luck with that. Or he can see what other stores are charging and charge a dollar less, or try to provide 
slightly better customer service. The strategy of using price information that has already been generated 
by others is obviously better and more efficient. 

8 Kaplan [2008], p. 36. At least, that is the case if yield (dividend yield or earnings yield) is the sole 
variable used by the fundamental indexer. If the fundamental indexer uses a different variable, such as 
book value, or a combination of variables, the same principle applies. 
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What is good about fundamental indexing, relative to most other value indexes, is 
that it does not segment the market into two halves (value and growth) and throw 
away the growth stocks. It reweights them just like it does the value stocks. This 
practice reflects an appropriate degree of humility about which stocks are really 
growth and which are value — it is impossible to know for sure.  
 

Science or baloney? Fundamental indexing is science in an elegant marketing 
wrapper. But the wrapper doesn’t tell the full story that it is just a tilt to value 
and, like any other value strategy, it won’t work in every period. 

  
LOW VOLATILITY 
Back in 1972, the great finance professor Fischer Black said that if investors cannot 
leverage or sell short, the security market line (the line expressing the relationship 
between beta and expected return) should be flatter than predicted by the Capital 
Asset Pricing Model (CAPM), so that low-beta stocks will generate a positive alpha.9 
(The reason is that investors wanting to increase their returns will buy high-beta stocks 
as a substitute for leveraging up their portfolios, leaving low-beta stocks 
undersubscribed and underpriced.) Robert Haugen, another professor, made a career 
out of studying this phenomenon. Many firms now manage low-volatility portfolios, 
and the low-volatility or low-beta anomaly has produced good results up through the 
present day. 
 
But why hasn’t it been arbitraged away? Now that hedge funds, ETF managers, and 
other investors can use leverage and sell short, why don’t investors just hold portfolios 
that are efficiently balanced between low- and high-volatility stocks, and leverage 
them up if they want higher risk and higher expected returns? 
 
One reason may be that the leveraged fund industry (including hedge funds) 
manages “only” a couple of trillion dollars, tiny compared to the overall size of 
markets and not enough to bring the prices of low-volatility stocks into parity with the 
rest of the market. A careful analysis by Ilmanen et al. [2015] shows that, as recently as 
two years ago, there was little sign of overpricing or crowding in low-volatility U.S. 
equities. The limits of arbitrage — the fact that smart investors rarely have enough 
capital to correct large market mispricings — make it possible for factors that 
everybody knows about, such as value and low-volatility, to deliver positive excess 
returns for a very long time.10 
 
But another possibility is that the anomaly is being arbitraged away; we just can’t see 
it yet in the data. When Bloomberg Markets calls low-volatility investing a “craze,” it 
just might be too late.11  

 

																																																								
9 See Black [1972]. 

10 See also Asness [2015]. 

11 http://www.bloomberg.com/news/articles/2016-06-22/performance-is-trumping-safety-in-the-low-
volatility-etf-craze  
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Science or baloney? Low volatility has been a winning factor bet for a very 
long time. There is a scientific basis for it. Still, with large capital flows into the 
strategy, there is legitimate concern that it can’t work indefinitely.  

 
RISK PARITY 
Risk parity is just “low volatility” for asset classes. But consider how it’s typically 
implemented: you borrow short (that is, at short-term interest rates) and lend long (by 
buying bonds and other long-dated assets)…what could possibly go wrong?  
 
Joking aside, risk parity has a bit of a scientific pedigree. With risk parity, each asset 
class is held in a weight that causes it to make the same contribution to total portfolio 
risk (standard deviation) as every other asset. The portfolio may then be — but does 
not have to be — leveraged up or down to the volatility level that the client prefers. 
 
According to Kaplan [2015], the risk parity portfolio “sit[s]…between the minimum 
variance portfolio and the equally weighted portfolio in that it is the solution to an 
optimization program that assigns equal weight to…two diversification measures… 
[namely] the standard deviation [and the] average log-weight.”12 If you’re still 
following this, I can simplify by saying that the risk parity portfolio is optimal under a 
carefully defined set of conditions.  
 
Here is the analogy to low-volatility investing within an asset class: it works if assets (or 
asset classes) are mispriced relative to one another because investors can’t or don’t 
want to use leverage. In the absence of leverage, investors overweight high-risk asset 
classes to increase their expected return. Investors who can leverage take the other 
side of this trade through risk parity, which overweights low-risk assets such as bonds, 
then leverages the whole portfolio.  
 
So, is risk parity a sensible strategy? Yes, for the same reason as low volatility within 
equities — safer assets have tended to outperform on a risk-adjusted basis — but, like 
low volatility within equities, it has a peso problem.  
 
A peso problem has nothing to do with the feeling you get when you’ve drunk too 
much tequila, or spent too many pesos. It is the economist’s term for a risk that is 
present in an asset but that cannot be found in the historical data. It comes from the 
Mexican peso’s behavior around the time of the 1982 crisis: the yield on peso-
denominated assets was very high, but the peso had never crashed, so the high yield 
appeared to deliver a free lunch (presumably with pico de gallo on the side). After the 
peso had provided a high yield for a while, however, it did crash — just as the market 
had predicted. 
 
With risk parity, the peso problem occurs if long rates spike up and one’s fat position 
in bonds loses value, or if the yield curve inverts, raising borrowing costs. (Risk parity 
can perform well when rates rise slowly, because the gain from leveraging higher-
yielding assets outweighs the capital loss from the overall rise in yields. However,  
 

																																																								
12 Kaplan credits Maillard, Roncalli, and Teiletche [2010] with this insight. 
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when yields rise quickly, risk parity can be expected to lose.13) To this “peso” risk one  
must add leverage, liquidity, and counterparty risks. These are the risks for which risk 
parity’s apparent return premium is compensation.  
 
Leverage only presents a serious risk if used carelessly. Many well-designed 
investment products include leverage. But we have heard of risk-parity products that 
had an unleveraged volatility of 3% being leveraged to a volatility target of 15% — 
that’s five-to-one, a disaster waiting to happen. Careful risk management is essential 
to the success of risk parity or, for that matter, any leveraged strategy. 
 

Science or baloney? Using leverage when other investors cannot is science, 
but it’s risky unless risks are managed very carefully. Do it if you’re confident 
that bond yields won’t spike up during your intended holding period. 
However, claims that risk parity portfolios are structurally or inherently better 
than other portfolios are mostly baloney. You also need to decide whether the 
use of leverage presents a risk that you cannot tolerate.  

 
FACTOR INVESTING AND SMART BETA 
Quant is dead, long live the quant.  
 
When quantitative investing — as then practiced — hit a very rough patch starting 
around 2007, quants didn’t die; they became factor investors, assembling factor-
based index funds and ETFs (fundamental indexing is one) and marketing them, in 
some firms, as ”smart beta.” (A quant, after all, is just someone who is skilled in math; 
presumably some, or most, of them are general-purpose soldiers who can be 
redeployed in solving a new problem when an old one goes away.) The factors 
include the usual suspects — size, value, and momentum — as well as some new 
ones, such as “carry” (yield), quality, and low volatility.  
 
Old fogeys will remember when yield was the only factor anyone knew about — as 
John Burr Williams said in his 1938 attempt at writing poetry, “A cow for her milk / A 
hen for her eggs / And a stock, by heck, for her dividends.” (He should be glad he 
kept his day job at Harvard.) Everything old is new again. 
 
As practiced by the more naïve managers, factor investing is chasing your tail, betting 
on past factor performance; it is data mining. But if you can make at least partially 
accurate forecasts of factor returns, it’s much better. At bottom, factor investing is just 
a claim that you can add alpha, but at the factor level rather than the security level.  
 
Stephen Sexauer, the CIO of the San Diego County pension fund, has pointed out 
that most quantitative active strategies can be thought of as a highly intelligent “bot” 
wandering through the securities markets.14 There is also a mother bot, or perhaps a 
committee of human beings, constantly monitoring the bot to see if it is doing 
anything useful. The criteria for usefulness are whether it’s making a profit and 
whether its success is attracting a swarm of competing bots big enough to take the 

																																																								
13 See Hurst, Mendelson, and Ooi [2013]. 

14 Personal communication. 
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profits away. If the latter, or if it’s not producing a profit, the bot gets retired and 
replaced. 
 
This isn’t a bad way to try to make money; it just has its limits. Investment managers 
— being human — tend to pursue each quant active opportunity identified by the bot 
well past its limits, as we saw from the “quant crash” of August 2007. 
 
Factors and “quant” investing, then, are just active management, subject to Barton 
Waring’s Two Conditions needed for justifying active management. These are: (1) you 
have to believe that managers skillful at adding alpha exist, in the future and not just 
in past performance data; and (2) you have to, yourself, have the skill needed to select 
them from among a population of managers that underperforms on average.15 
 

Science or baloney? Factor investing is science if there is fair reason to believe 
the manager can identify factors with a positive expected alpha — until the 
factor becomes a crowded trade and the expected excess return flips to 
negative. Then, unless you change your factor bets, it’s baloney. It’s hard to 
see how any factor can work forever. 
 

UNCONSTRAINED INVESTING: HEDGE FUNDS, ABSOLUTE RETURN, MARKET NEUTRAL, 
LONG/SHORT, AND PORTABLE ALPHA  
Thomas Idzorek [2014] beautifully characterizes these strategies as ways to “enable 
managers to maximize the benefit of their skill.” He also discusses the differences 
among them in some detail, so I don’t have to. Please refer to 
http://www.nxtbook.com/nxtbooks/morningstar/magazine_20140405_global/index.p
hp?startid=5.  
 
Most of these strategies increase the impact of manager skill by relaxing the long-only 
constraint and/or the no-leverage constraint (where security positions have to add to 
100% and no more). In the case of portable alpha, the convention is relaxed that says 
alpha has to be delivered to the investor in the asset class in which it was produced 
by the manager. Note that these strategies aren’t fully unconstrained, but the relaxing 
of traditional constraints is the distinguishing feature that they have in common. 
 
The catch, as always, is that you have to have skill in the first place. Managers who are 
lousy at alpha production in traditional (long-only, unleveraged) investing are unlikely 
to become better at it when the constraints are removed. Given the small number of 
traditional active managers who consistently beat their benchmarks over time, there 
are way too many nontraditional active managers claiming that they’ll do so now that 
they’ve been liberated from the long-only constraint…after all, they’re the same guys 
(and girls). Removing a constraint does not make you smarter.  
 
But constraints do reduce the potential for earning return. So why are they there? For 
risk control. They protect the investor from the manager’s mistakes, some of which, as 
enough time accumulates, are likely to be big enough to destroy a completely 
unconstrained portfolio. 

																																																								
15 See Waring, Whitney, Pirone, and Castille [2000], Appendix C on pp. 101-103.  
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If investors didn’t care about risk, unconstrained investing would be the bee’s knees. 
But, as Harry Markowitz said more than 60 years ago, “That afternoon in the library, I 
was struck by the notion that you should be interested in risk as well as return.”16 
Thank goodness for Markowitz’s afternoon in the library, and for constraints. 
 

Science or baloney? If you truly can add alpha after transaction costs and fees, 
in the future when you are managing real money and not just in a backtest, 
then unconstrained investing is science. If your active process is really just a 
random number generator, then it’s baloney. But the fees can be 
spectacular…for the manager.  

 
THE ENDOWMENT MODEL  
In the 1990s the great investment managers Jack Meyer at the Harvard Management 
Company and David Swensen at the Yale University investment office became famous 
and popular for earning very high returns for their institutions. Their secret was large 
allocations to unconventional investments such as venture capital, private equity 
(buyout) funds, hedge funds, timber, and commodities. In Meyer’s case these were 
supplemented by aggressive internal management of conventional asset classes, 
conducted by highly paid specialists. 
 
The word quickly got out that top universities, and some other institutions such as 
charitable foundations, had discovered a new model of investing, focused on 
alternatives. Many smaller endowments and foundations, and some pension funds, 
tried to copy the Harvard and Yale models. This first met with some success, but later 
— especially after the crash of 2008 — these institutions found that the new strategies 
consumed a lot of liquidity (due to capital calls from venture and private equity firms), 
required hiring expensive and finicky staffs, and sometimes lost dramatic amounts of 
money. 
 
By June 2008, about the peak of the alternatives craze, 60% of the total assets of a 
group of eight top universities were invested in hedge funds and nonmarketable 
securities (mostly private equity). Including expected capital calls as well as hedge 
funds and nonmarketable securities, the number rises to a stunning 91%.  
 
This could not end well. As I wrote in 2013, “We don’t have data on exactly how 
these endowment funds performed in the crash or how hard they had to scramble for 
liquidity in 2009. The anecdotal evidence is that the results weren’t pretty. A number 
of universities had to go to the capital markets to borrow, while others made drastic 
adjustments to spending. Liquidity is more than just a theoretical concern!”17  
 
Crashes and liquidity crises aside, we can’t all earn huge alphas at the expense of 
each other. If the endowment model is implemented successfully on a large scale by 
many investors, that means there has to also be a large population of investors willing 
to earn negative alphas relative to the world’s overall capital market benchmark. In 

																																																								
16 Quoted in Bernstein [1993]. 

17 See Siegel [2013].		
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this age of accurate performance measurement and hypercompetitive investment 
organizations, it is more of a stretch than it used to be to assume that such a 
population of willing losers will always be there. For all but the most skilled investors, 
endowment-model investing may be a good idea whose time has passed. 
 

Science or baloney? The endowment model is science if you’re Jack Meyer or 
David Swensen; otherwise, beware. (Just ask Harvard after the last few years of 
underperformance.) It also helps to have friendly markets, with low prices and 
glaring inefficiencies. If you can start 25 years ago, you’ll be way ahead. 

 
ENVIRONMENTAL, SOCIAL, AND GOVERNANCE INVESTING (ESG)  
I am reluctant to address this topic because I am swimming against the tide. However, 
my conscience is gnawing at me. I know, as do most investors deep down, that ESG 
investing is almost always suboptimal from a pure investment, or risk-adjusted return, 
standpoint. In fact, Elroy Dimson, Paul Marsh, and Mike Staunton, a celebrated trio of 
British economists and financial historians, show that an anti-ESG strategy, buying the 
stocks shunned by ESG investors, delivered superior returns over 2002-2014.18 Such a 
“bad guy” strategy does make some sense. All other things equal, divestment lowers 
a stock’s price, raising its expected return to those who do not participate in the 
divestment.  
 
Moreover, ESG investing is unlikely to achieve the social goals it purports to promote. 
The stock doesn’t know you don’t own it. On a massive scale, divestment could raise 
the cost of capital for an issuer, but not if there are enough bad-guy investors taking 
the other side of the trade. And, at some level of enhanced return, the bad-guy 
investors will come out of the woodwork. 
 
Why is ESG investing likely to be suboptimal? Businesses always try to externalize — 
that is, to get third parties to pay part of their costs if they can. An example is 
pollution, where a business and its customers impose a cost on other users of the 
atmosphere, water, and so forth. That may not be very nice, but it is what the 
business’ competitors are allowed to do — so, in an economic sense, it’s fair, because 
one business should not have to pay costs that its competitors can legally avoid. That 
is why we need laws and regulations that all businesses are equally required to 
comply with.  
 
Thus, companies that voluntarily do not pollute, or that operate in other ways 
deemed desirable by ESG investors, will make less money and be less desirable 
investments.19   
 
If you think it’s immoral to buy a security, don’t buy it, at least not with your own 
money — it’s your conscience that you have to live with. But, if you’re a fiduciary, 

																																																								
18 See Dimson, Marsh, and Staunton [2015].  

19 If you want to use ESG indicators as an input to fundamental analysis — for example, if you think well-
governed companies deliver higher profits — you may be onto something, but that is not what most 
people think of as ESG. 
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remember that it’s other people’s money you’re using to assuage your conscience. 
You have to live with the consequences of that too. 
 
 Science or baloney? ESG investing is mostly baloney. 
 
OTHER STRATEGIES 
Investment innovations and fads come and go, but a few seem to stick around 
through thick and thin: All Equities All The Time, liability-driven investing, the free 
lunch in diversification, global investing, and dividend growth. We’ll slay these 
dragons — or show how they’re supported by real science — in future articles.  
 
CONCLUSION 
The investment management industry has made a great many managers rich beyond 
imagining. Many of them have earned their riches, but investors would be well served 
to understand better the difference between science and baloney in investment 
management. Science, applied to markets to generate superior returns, is worth its 
weight in gold. Baloney is worth its weight in baloney. 
 
By distinguishing science from baloney, one can deal better with the vast asymmetry 
between the interests of the manager, who needs to get it right once to become very 
rich, and those of the investor, who needs sustained and repeatable successes to 
build wealth over time.20 Where are the customers’ yachts? 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

																																																								
20 This asymmetry is especially large for high-fee, high-active-risk managers. It is much less for index fund 
managers and for low-fee active managers who build diversified portfolios intended to be held for the 
long run. 
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