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Cullen Roche, an Encinitas, California chicken farmer, heterodox thinker, monetary 
theorist, blogger (http://www.pragcap.com), and investment manager specializing in 
taxable portfolios spoke at the Foundation Financial Officers Group (FFOG) semi-annual 
conference in Santa Barbara on October 24, 2018. He is the founder of Orcam Financial 
Group. In addition to my other roles I am the investment thought leader for FFOG, and 
I invited Cullen to speak. His presentation was full of unusual insights and unique 
perspectives. 
 

 
Cullen Roche 

 
What investments don’t you have? Have you made an affirmative decision not to hold 
equities in Bangladesh, residential real estate in Vancouver, private debt funds invested 
in lithium mines in Bolivia? Have you analyzed every small-cap stock, every corporate 
and municipal and mortgage bond, and every hedge fund or private equity opportunity 
and decided not to hold any of them (or to hold just a selected few)? 
 
Didn’t think so.   
 
Thus, Roche argues, even investors who broadly diversify among index funds or index 
ETFs are making implicit decisions not to hold significant components of the world 
market wealth portfolio. In 1983, Roger Ibbotson and I noted that this portfolio 
“theoretically reflects the entire wealth of the world. Its return is the weighted sum of all 
the return components, where the weight for each component is its proportionate share 
of the world wealth.”1 
 
Let’s begin this exploration of why we’re all active investors with a digression, 
specifically more careful look at the work Ibbotson and I did a third of a century ago. 
Then we’ll return to Cullen Roche. 
 

                                                        
1 Ibbotson, Roger G., and Laurence B. Siegel. 1983. “The World Market Wealth Portfolio.” Journal of 
Portfolio Management, vol. 9, no. 2 (Winter), pp. 5-17. 
 

http://www.pragcap.com/
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WHY CONSTRUCT A HYPOTHETICAL WORLD MARKET PORTFOLIO? 
“Why,” Ibbotson and I asked, “should we want to construct such a portfolio? …[T]he 
primary reason is curiosity. We want to know what has happened to the market values 
of aggregate wealth in the world. We want to know the dimensions of the world market 
in which we invest…” In addition, under the influence of Richard Roll, whose 
hypothetical “Portfolio Q” is the unachievable all-asset index fund on which the capital 
asset pricing model relies,2 we expressed the desire 
 

to construct the World Market Portfolio, not for its eventual purchase, but 
for the insights it might reveal about the behavior of our capital markets. 
Given that we want to construct the World Market Portfolio, what should 
be included in it? …[W]e have included equities, bonds, cash, [gold and 
silver], and U.S. real estate. 

 
We continued:  

 
The astute reader will have already noted that the sum of these securities 
does not represent the “market.” We have left huge categories out of the 
portfolio…the most important [of which] is human capital, … probably the 
largest single component of world wealth. We have also excluded… foreign 
real estate... [and] proprietorships and partnerships as well as many small 
corporations. We have excluded…personal holdings such as automobiles, 
cash balances, and various consumer capital goods. We have not only 
omitted a large proportion of wealth, but we also have little idea as to how 
large the omitted proportion is.  

 
Ibbotson and I estimated that, in 1980, the wealth of the world was $21.5 trillion. In 
today’s money, that is about $65.6 trillion. Then as now, most investors accessed only  
a small fraction of this lordly sum. It has since grown to about a quadrillion dollars3 — 
16-to-1 growth in real terms. 
 
A MORE MODERN MEASURE OF WORLD WEALTH 
As Cullen Roche noted in his talk, some more recent scholars have also tried to 
estimate the wealth of the world. He said: 
 
• There is, in the aggregate, only one portfolio that reflects “the market.” It’s been 

estimated in 2013 by Ronald Doeswijk, Trevin Lam, and Laurens Swinkels under the 
rubric of “The Global Multi-Asset Market Portfolio,”4 was subject to some of the 

                                                        
2 Roll argued that the CAPM was ultimately untestable because it only predicts the relation between the 
beta and expected return of a security if the beta is calculated relative to this unobservable Portfolio Q, the 
world market wealth portfolio including human capital and other immeasurable assets. Thus the CAPM 
might still be valid even though most tests of it (which rely on betas calculated relative to a much narrower 
benchmark such as the S&P 500) find it wanting. Roll, Richard. 1977. “A Critique of the Asset Pricing 
Theory's Tests, Part I: On Past and Potential Testability of the Theory,” Journal of Financial Economics, vol. 
4, no. 2 (March), pp. 129–176. 
 
3 https://media.bain.com/Images/BAIN_REPORT_A_world_awash_in_money.pdf  
 
4 Doeswijk, Ronald Q., Trevin W. Lam, and Laurens Swinkels. 2014. “The Global Multi-Asset Market 
Portfolio 1959-2012.” https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2352932. Forthcoming in the 
Financial Analysts Journal. 

https://protect-us.mimecast.com/s/sx3VCmZNQLInpMXsG39Hy?domain=media.bain.com
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2352932
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same caveats Roger Ibbotson and I expressed, and was worth $91 trillion at the 
time.5  

• And, quoting Cliff Asness, Roche said that “if you deviate markedly from
capitalization weights, you are, by definition, an active manager making bets.”

In other words, because all of us deviate from the One True Market Portfolio, we’re all 
active managers. Too true, as Socrates’ students are reported to have said, sucking up 
to the great master. But there’s much more to Roche’s argument than that. 

ARE INDEXERS FREE RIDERS? 

“Passive” managers (index funds) are price takers; they pay the prices that have been 
determined to be fair by the community of issuers, on one side of the trade, and active 
managers, on the other. Issuers want to receive the highest possible price and buyers 
(active managers) want to pay the lowest. This tension between sellers and buyers is 
universal in almost every type of business transaction, the notable exception being 
index fund managers, who (like Ado Annie Carnes in Oklahoma!) can’t say no.  

Thus, index fund managers have no impact on the price. (In an earlier work, an AJO 
piece entitled “Index Fund Silliness: Indexing Doesn’t Distort Anything,” I demonstrated 
that fact.6) All of the action in price setting takes place in the negotiation between 
issuers and active managers. So index fund managers and investors are free riders on 
the price discovery efforts made by the active-management community. And active 
managers are the “disciplinarians” who (usually) keep prices from being ridiculously high 
or ridiculously low. 

This fact is well known and does not affect the decision of whether to index or go 
active. It’s still impossible for active managers to beat, in aggregate, the index from 
which their selections are drawn — and that’s before fees, transaction costs, and other 
costs. Indexing has a profound appeal and I believe it’s the best strategy for all casual 
investors and many sophisticated ones. 

THE CONTINUUM FROM PASSIVE TO ACTIVE MANAGEMENT 
Most investors think they know passive and active management when we see it, Roche, 
however, notes that:  

(1) You can’t have passive management without active, for the price-discovery 
reasons noted above; 

5 The Doeswijk et al. wealth estimates represent a much narrower view of what is “investable” than those of 
Ibbotson and me. The main difference is that we included owner-occupied residential real estate and  
they did not. Because of this substantial difference in method, our 1980 world wealth estimate of $65.6 
trillion in today’s money cannot be compared with the Doeswijk team’s $91 trillion estimate. Obviously 
world wealth grew by much more than 39% — from $65.6 trillion to $91 trillion — in the 33 years between 
1980 and the 2012 date of the Doeswijk estimate. 

6 Siegel, Laurence B. 2017. “Index Fund Silliness: Indexing Doesn’t Distort Anything,” AJO (September 7), 
https://larrysiegel.org/index-fund-silliness-indexing-doesnt-distort-anything/. 

https://larrysiegel.org/index-fund-silliness-indexing-doesnt-distort-anything/
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(2)  While ETF and traditional index fund investors experience their investments as 
passive, the issuers are “fantastically active,” said Roche. An old Barclays Global 
Investors study in which I participated, never completed, was titled, “Inside the 
Index Fund: Indexing is as Active as it Gets.” Index fund managers try to exploit 
market micro-inefficiencies, minimize trading costs, and otherwise compete in a 
performance race against other indexers. 
 

(3)  Although Roche didn’t bring this up, some index funds, especially small-cap 
funds, act as inventory funds by buying (at discounted prices) whatever active 
investors are selling, giving them a leg up on the competition and minimizing 
the number of additional securities they need to buy to round out the index. 
That’s a form of active management. 
 

In this vein, Roche concluded that “passive investing can’t be bad for the economy or 
the markets because it is literally active investing.” Take that, Inigo Fraser-Jenkins! 
(Fraser-Jenkins is the AllianceBernstein analyst who said indexing was worse than 
Marxism.7)  
 
DO INVESTORS IN INDEX FUNDS UNDERPERFORM? 
It’s impossible for an index fund to underperform the index to which it’s managed, 
except by very small margins. But, Roche noted, investors in index funds can 
underperform a periodically rebalanced blend of indexes, and usually do. And it’s not 
just for the well-known behavioral reason that they buy after a price rise and sell after a 
decline. Even buy-and-hold investors in index funds can underperform! 
 
How is this possible? The rub is in the benchmark: a fixed-mix or rebalanced benchmark 
is the most common way that investors think about monitoring a multi-asset portfolio. 
By allowing their asset-class weights to vary with the market, investors typically 
underperform such a benchmark. The reason: When equities rise substantially and 
become (arguably) overpriced, they represent bigger part of your multi-asset portfolio 
than you’d like; what you want is for them to be a smaller part of the portfolio at exactly 
that moment. The opposite happens when equities decline a lot. 
 
Exhibit 1 illustrates this principle. Equities surpassed 60% of the global multi-asset 
portfolio in the late 1960s, just before a massive decline that, in real terms, the investor 
did not recover from until 1982. The equity weight peaked again in 1989, 1999, and 
2007, again just before major declines. That this will happen is almost a mathematical 
certainty, and argues powerfully for rebalancing to target weights. 
 

 
 
 
 
 

                                                        
7 Fraser-Jenkins, Inigo. 2016. “The Silent Road to Serfdom: Why Passive Investing is Worse Than Marxism” 
(23 August), AllianceBernstein, New York, https://www.scribd.com/document/323564709/Bernstein-
Passive-Investing-Serfdom-Aug-2016. For an opposite point of view, see my article, “Index Fund Silliness” 
(see footnote 6).  

 

https://www.scribd.com/document/323564709/Bernstein-Passive-Investing-Serfdom-Aug-2016
https://www.scribd.com/document/323564709/Bernstein-Passive-Investing-Serfdom-Aug-2016
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EXHIBIT 1 
WEIGHTS OF THE GLOBAL MULTI-ASSET MARKET PORTFOLIO, 1959-2012 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Source: Doeswijk, Lam, and Swinkels (2014)  
 
But Roche makes the case that it’s an even better idea to over-rebalance. As markets 
approach historically high valuations, he counsels, sell beyond the target weight; as 
they reach low valuations, buy beyond the target weight. The advantages of doing this 
are obvious from the exhibit. An investor who overweighted equities when the all-time 
low equity weight in the market portfolio was reached (in 2010-2011) would have done 
wonderfully. 
 
My concern is that you don’t know that markets are approaching high or low valuations 
until they reach extreme levels. If you did know, you’d be able to time the market, and 
we all know how difficult that is. For example, 1982 turned out to be the buying 
opportunity of a lifetime but, from the exhibit, 1977-1978 looked like an even better 
bargain; it wasn’t. Thus, over-rebalancing requires the same skills as market timing and 
it’s hard to tell the two activities apart.  
 
We can’t deny, however, that most investors experience procyclical returns — they have 
more in equities when markets are high and less when they’re low — and underperform 
a fixed asset mix. At the very least, rebalance. 
 
ARE SECONDARY MARKETS JUST IRRELEVANT SIDE BETS? 
Roche also said some things with which I disagree. In particular, he set forth a “Primary 
Market Pricing Theory” in which  

 
aggregate prices are a function of the actions and factors in the primary 
market [that is, the market where issuers and portfolio investors interact 
directly]. Secondary market investors have no choice but to take these 
returns and underperform them after taxes and fees. Primary market 
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investors — those who actually spend for future production — directly 
influence the underlying fundamentals of the market, thereby determining 
future rates of return. To beat the market you have to change the primary 
market.8 

 
Hold on a second! Of course returns are ultimately set by the actions of corporations 
making investments in the real economy, not by shareholders in the secondary market. 
But that does not mean you can’t beat the market as a side bettor. All you have to do 
(at least before costs) is be on the right half of a distribution of active-bet payoffs versus 
a fairly constructed market benchmark. This is true whether the benchmark represents 
an asset class (say, the S&P 500) or the One True Market Portfolio, as long as the 
benchmark for that latter portfolio is designed to be investable. My very old article, 
“The Greatest Return Stories Ever Told,” recounts ways in which the world’s greatest 
secondary-market investors have beaten the market.9  
 
My hope in that study was to uncover a common thread among the great investors’ 
stories — a philosophy or approach that would be likely to beat the market — but I 
didn’t find one. Some great investors beat the market by picking companies that grew 
much faster than the average, some through quantitative techniques, some through 
high-velocity trading, some through buying underpriced stocks and patiently waiting for 
the market to realize their value. There is no formula for adding alpha — just a 
combination of luck and skill — but you definitely do not have to engage in the primary 
market (by starting, funding, or running a company) to beat the market. 
 
What you do need is counterparties, investors to trade with, who stay in the game 
despite being beaten by the market. We’ve all speculated about who these investors 
might be: individual investors, central banks, people defending a tax position, and so 
forth. While it’s not clear who they are, we know they exist because active management 
continues to exist and wouldn’t without them. 
 
I’VE GOT THE HORSE RIGHT HERE 
Roche added, by way of analogy, that bettors at the race track can make or lose money 
betting on horses but cannot change the way the horses run. The analogy is that 
secondary-market shareholders only make side bets affecting their own and each 
others’ returns, not the operations of companies. But that characterization is not 
completely accurate. A large secondary-market rise (decline) in the price of a company’s 
stock, for example, decreases (increases) that company’s cost of capital and affects the 
company’s operations. 
 
 
 
 

                                                        
8 Roche added, “Some secondary market activities such as IPOs and secondary offerings can influence 
future spending on production.” 

9 Siegel, Laurence B., Kenneth F. Kroner, and Scott W. Clifford. 2001. “The Greatest Return Stories Ever 
Told.” Journal of Investing (Summer), https://larrysiegeldotorg.files.wordpress.com/2014/07/barclays-
greatest-joi.pdf  

 

https://larrysiegeldotorg.files.wordpress.com/2014/07/barclays-greatest-joi.pdf
https://larrysiegeldotorg.files.wordpress.com/2014/07/barclays-greatest-joi.pdf
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CONCLUSION 
From day traders at one extreme to lifetime buy-and-hold index fund investors at the 
other, we all make either conscious or unconscious decisions about which assets to hold 
and which not to; about what our liabilities are and how best to hedge them; about our 
tolerance for risk and our preferences for one set of investment characteristics over 
another. Cullen Roche’s research stimulates us to think about the investments we’re not 
making, the liabilities we’re not hedging, and the investment behaviors in which we 
engage that might not be good for us. We could all stand to sharpen up our decision-
making by thinking along these lines. And I agree with Mr. Roche that, at some level, 
we’re all active investors. 
 
 
 
 
Laurence B. Siegel is the Gary P. Brinson director of research at the CFA Institute 
Research Foundation and an independent consultant and writer. His book, Fewer, 
Richer, Greener, will be published by Wiley in 2019. His website is 
http://www.larrysiegel.org and he may be reached at lbsiegel@uchicago.edu.  
 
 


