
THE MYTH OF SMART MONEY

Glimmers of light?
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The Myth

¨ In investing mythology, there are smart investors and 
stupid investors. 
¤ Smart investors sense when markets are going to turn, and get 

in sooner than others, and get out sooner than others. After 
every crisis, there are a few who are anointed as gurus. They are 
also much better at picking the right stocks to buy and sell

¤ Stupid investors are uninformed, act on emotion, and panic 
quickly.

¨ In this mythology, professional money managers and 
talking heads on financial TV land are smart investors. 
Hedge fund investors are really, really smart and retail 
investors are stupid investors.
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The Basis for the Myth

¨ Anecdotal evidence: Over time, we have all read about 
great investors who have beaten the market. In fact, 
Warren Buffet alone probably has a library of books 
testifying to his greatness.

¨ Self Promotion: Almost every money manager seeking 
your money bases it on a track record, real or invented, 
of beating the market.

¨ Academia: In the last fifty years, academics in finance 
have filled journals with articles on how easy it is to beat 
the market, using public information (from market  cap 
to PE to PBV to pure momentum).
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1. The Problem with Anecdotal Evidence

¨ Statistics: If you start with millions of investors in the market, the 
laws of statistics suggest that a few can win even over long periods, 
purely based upon luck. In fact, it is very, very difficult to separate 
luck from skill, even over long time periods of investing.

¨ Selective story telling: Even with great investors, there is often little 
attention paid to the actual returns delivered, and more to a 
company or an event that made them money. Thus, the stories of 
Buffett’s enormous success with Am Ex in the early 1960s and 
Soros huge win betting against the British Pound in the early 1990s 
are told and retold as the basis for their legend status.

¨ Time and Place: Even if the stories are carefully told (controlling for 
luck), the success of an investor reflects not only his or her 
investing methods/philosophy but also the time/market during 
which they generated their successes. As markets change and time 
passes, what worked well may cease to work.
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2. The Problem with Investor Track 
Records
¨ Real or on paper? Most active money managers present track 

records showing that they have beaten the market over time. 
These track records, though, can reflect actual returns (if the 
money manager has been managing money for a while) or 
hypothetical returns (if he or she has not). The former are 
more trustworthy than the latter.

¨ Drains on Returns: Since the returns in these track records are 
often before transactions costs, management fees and taxes, 
as an investor, it is worth asking what the returns will look like 
after these are factored in.

¨ Luck, time and scale: As with investment legends, it is worth 
asking the questions of whether it is luck or skill that is driving 
return and whether the returns were a function of the market 
and of the scale (some strategies don’t scale up well).
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3. The Problem with Academic Research

¨ Many a slip between the cup and the lip: It is easy to 
make money on paper, but much more difficult to 
convert these returns into actual returns in practice. 
Almost every academic study that claims to find a 
market-beating strategy has to come with a caveat that it 
does not fully incorporate the costs of replicating the 
strategy in practice.

¨ Data mining: It is no coincidence that as our access to 
data has increased the number of market-beating 
strategies that people claim to find has also increased. 

¨ Agenda-driven investing: If you don’t think academics 
have priors that lead them to find things that back up 
their priors, you are mistaken.
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The Big Question: Active vs Passive

¨ In passive investing, as an investor, you allocate your wealth 
across asset classes (equities, bonds, real assets) based upon 
your risk aversion, liquidity needs and time horizon, and 
within each class, rather than pick individual stocks, bonds or 
real assets, you invest in index funds or exchange traded 
funds (ETFs) to cover the spectrum of choices. 

¨ In active investing, you try to time markets (by allocating 
more money to asset classes that you believe are under 
valued and less to those that you think are over valued) or 
pick individual assets that you believe offer the potential for 
higher returns. 

¨ Active investing covers a whole range of different 
philosophies from day trading to buying entire companies 
and holding them for the long term.
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Active Investing Philosophies

Figure 1.2: Investment Philosophies
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The Original Skeptic: The Jensen Study of 
Mutual funds in 1968

Figure 13.3: Mutual Fund Performance: 1955-64 - The Jensen Study
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In 1968, the median mutual fund manager made about 1.5% less 
than the market, after adjusting for risk.
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A 2020 Update: Mutual Funds versus Indices, by 
capitalization…
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By Investment Style…
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By geographies…



13

Not just stocks..
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There is no consistency.. Winners don’t stay 
winners for long
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And super star managers fade quickly..
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A Not Surprising Consequence: Its been a 
passive investing decade
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The Active Investing Counter

¨ During the last decade, as active investors have lost 
ground to passive investing vehicles, active money 
managers argued that we would all see their worth if 
you entered a crisis.
¤ The active market timers were arguing that their expertise 

would allow them to get you out of stocks before a crisis hit, and 
back into stocks at the right time.

¤ The stock pickers contended that they would pick stocks that 
were less affected by the crisis, as stocks fell, and move you into 
stocks that would benefit as stocks came back.

¨ The COVID crisis has given active investing a chance. 
Let’s see how it has measured up.



Active investing in the COVID crisis
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The Crisis Test: Active Mutual Funds in the First 
Quarter of 2020
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The Crisis Test: Active Mutual Funds

74% of active funds underperformed the 
S&P 500
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What about hedge funds?
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The Crisis Test: Hedge Funds
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The Robinhood Phenomenon
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The Roots of the Active Investing Malaise

1. A Flatter Investment World: The advantages that 
professional money managers have over retail investors 
have shrunk considerably.

2. No Core Philosophy: Most professional money managers 
seem to have no core philosophy, careening from one to 
another, based upon last year’s winners.

3. Bloated Cost Structures: The costs of professional money 
managers reflect an older, more forgiving investment world.

4. Lazy investing strategies: Much of active investing is built 
around using publicly available metrics (PE, PBV etc.) to pick 
stocks and trusting in mean reversion to deliver results. If 
you bring nothing to the table, why would you expect to 
take something away.
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And clients bear some of the blame..

¨ Don’t ask, don’t know: Knowing past returns are too good to 
be true, they refuse to ask questions, perhaps because they 
don’t want to hear the answers.

¨ Long term in principle, short term in results: They claim to be 
long term, while demanding to see positive performance 
every three months.

¨ Make me a lot of money, but don’t ever lose a lot: They 
complain about quasi indexing (while using tracking error to 
make sure that deviations from the index get punished)

¨ Not my fault: They refuse to take responsibility for their own 
financial affairs (blaming their financial advisors for all that 
goes bad). 

In effect, clients get the active money managers they deserve.
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The Future of Active Investing

Aswath Damodaran26

¨ The active investing business will shrink: Fees will continue to 
drop but market share will also continue to decline. It will be 
less profitable and hire fewer people as analysts, portfolio 
managers and support staff. 

¨ More disruption is coming: The businesses that are most ripe 
for disruption are ones where the business is big (in terms of 
dollars spent), the value added is small relative to the costs of 
running the business and where everyone involved 
(businesses and their customers) are all unhappy with the 
status quo. That fits the active money management perfectly.

¨ Quant investing is not the answer. Anything that can be 
quantified can be imitated and anything that can be imitated 
will. 
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If you want to be an active investor, here is your 
road map

1. Have an investment philosophy that fits you: The best 
investment philosophy for you is the one that best fits you 
as an investor, in sync not only with your views about 
markets but with your personal makeup (in terms of 
patience, liquidity needs and skill sets).

2. Balance faith with feedback: Investing requires balancing 
faith with feedback, faith in your core market beliefs with 
enough of an acceptance that you can be wrong on the 
details, to allow for feedback that can modify your investing 
decisions.

3. Find your investing edge: Drawing on the language of 
competitive advantages and moats, what sets you apart 
does not have to be unique, but it does have to be scarce 
and not easily replicable.
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If you are trusting someone else to invest for 
you, here’s what to look for..

¨ Humble vs Arrogant: I think that investors are better 
grouped into humble and arrogant, with 
¤ Humble investors recognizing that success, when it comes, is as 

much a function of luck as it is of skill, and failure, when it too 
arrives, is part of investing and an occasion for learning. 

¤ Arrogant investors claim every investing win as a sign of their 
skill and view every loss as an affront, doubling down on their 
mistakes. 

¨ If I had to pick someone to manage my money, the 
quality that I would value the most in making that choice 
is humility, since humble investors are less likely to 
overpromise and overcommit.
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The telltale signs of arrogance…

¨ Fee structure: There is no more telling sign of arrogance than 
a fee structure that pre-supposes that you can not only beat 
the market, but that you can beat it handily (and easily). 

¨ Self Credentials: Incessant talk of credentials (schooling, 
degrees, companies you worked for), mostly to establish 
intellectual superiority.

¨ Reliving the past: Stories of past exploits and investing wins, 
with the narrator as the hero, who swoops into the market at 
the right time and leaves before the rest.

¨ Belittling of the market/other investors: Describe the market 
as in ”a bubble” and other investors as blind, shallow and 
stupid, thus explaining away why your investments have not  
delivered the promised rewards.
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Arrogance Squared: Arrogant Founder + Arrogant 
Venture Investor = Lead in to WeWork IPO
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WeWork: The “Visionary” CEO
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WeWork: Governance Structure (in prospectus)

¨ A Corporate Dictatorship: There are three classes of shares, with the class A 
shares that will be offering in the IPO having one twentieth the voting rights 
of the class B and class C shares, leaving control of the company in the hands 
of Adam Neumann. 

¨ Open about it: The prospectus is brutally direct on this front, stating that 
“Adam’s voting control will limit the ability of other stockholders to influence 
corporate activities and, as a result, we may take actions that stockholders 
other than Adam do not view as beneficial” and that his ownership stake will 
result in WeWork being categorized as a controlled company, relieving it of 
the requirement to have independent directors on its compensation and 
nominating committees. 

¨ Really?: The prospectus also specifies a line of succession for the CEO, where 
if Adam Neumann was incapacitated, here is what would happen:
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WeWork: Story Telling run amok…

¨ CEO arrogance: Adam Neumann has been remarkably short sighted, 
starting with his sale of almost $800 million in shares leading into the IPO, 
continuing with his receipt of $5.2 million for giving the company the right 
to use the name “We” and the conflicts of interest that are sowed all over 
the corporate structure.  

¨ Game playing: WeWork’s description (with more than a 100 mentions in 
its prospectus) of itself as a tech company is at odds with its real estate 
business model, but investors would perhaps have been willing to 
overlook that if the company had not also indulged in accounting game 
playing in the past. This is the company that coined Community EBITDA an 
abomination, where almost all expenses are added back to get to 
adjusted earnings. 

¨ Denial: Since even a casual observer can see the mismatch that lies at the 
heart of the WeWork business model, it behooves the company to 
confront that problem directly. Instead, through 220 pages of a 
prospectus, the company bobs and weaves, leaving the question 
unanswered.
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Masa Son: A humbragger?

¨ His past: Anyone who makes three hundred year plans and things that 
bigger is always better has a God complex, and success feeds that 
arrogance. 

¨ Penance?: I would like to believe that the WeWork setback has chastened 
Mr. Son, and in his remarks to shareholders this week, he said the right 
things, stating that he had “made a bad investment decision, and was 
deeply remorseful”, speaking of WeWork. 

¨ Words? However, he then undercut his message by not only claiming that 
the pathway to profit for WeWork would be simple (it is not) but also 
asserting that his Vision fund was still better than other venture 
capitalists in seeking out and finding promising companies. 

¨ Judgment day: Masa Son may need a few more reminders about humility 
from the market, since neither his words nor his actions indicate that he 
has learned any lessons.
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Softbank: The WeWork Effect
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A measure of trust



Moneyball..

Appendix
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Let’s play Moneyball

¨ Every crisis brings forth explanations for why it is happening, 
and what we should do about it, with half-baked rationales 
and anecdotal evidence. Listen, with respect, but verify for 
yourself.

¨ For people with agendas, the crisis has offered an 
opportunity to not only say, “I told you so”, but also to push 
for legal and regulatory changes to advance their viewpoints.

¨ Here are two stories that are making the rounds
¤ Just punishment: The market drop is well-deserved punishment for 

those who invested in high flying companies and on momentum.
¤ Buybacks are the problem: The surge in buybacks are caused 

companies to become weak and exposed, and the market is punishing 
those companies.



39

Value versus Growth: A pre-crisis lead in..

The under performance of value has played out not only in the mutual 
fund business, but it has also brought many legendary value investors 
down to earth. We were told that this was temporary, and that a crisis 
would put value back on top again…
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PE and Market Returns – During Crisis
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Dividends and Market Returns
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Momentum and Damage
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Bottom Line on Value vs Growth

¨ Value failed this crisis test: During this crisis, following the 
value investing playbook of buying low PE stocks with high 
dividend yields would have resulted in far worse punishment 
being meted out than buying high PE stocks, based upon 
momentum. 

¨ In my view: I believe that value investing has become 
ritualistic (worshiping at the altar of Buffett and Munger, and
paying lip service to Ben Graham) and righteous (with finger 
wagging and worse reserved for anyone who invested in 
growth or tech companies). 

¨ Hope? On a hopeful note, I think that value investing can 
recover, but only if it is open to more flexible thinking about 
value, less hero worship and less of a sense of entitlement. 
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The Buyback Bogeyman…
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Cash Returns and the Crisis…
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A Test on Buybacks..
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The Real Culprit…
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The Corporate Life Cycle
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Cashflows across the life cycle…
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And a Balance Sheet perspective…



51

How crisis affect companies across the life 
cycle…

¨ Start up and very young companies: For young companies, the challenge is survival, 
since they mostly have small or no revenues, and are money losers. They need capital 
to make it to the next and more lucrative phases in the life cycle, and in a crisis, access 
to capital (from venture capitalists or public equity) can shut down or become 
prohibitively expensive, as investors become more fearful. 

¨ Young growth companies: For young growth companies that have turned the corner on 
profitability, capital access still remains critical since it is needed for future growth. 
Without that capital, the values of these firms will shrink towards assets in place, and 
in a crisis, these firms have to hunker down and scale back their growth ambitions.

¨ Mature firms: For mature firms, the bigger damage from a crisis is the punishment it 
metes to assets in place, as the economy slows or goes into recession, and consumers 
cut back on spending. The effect will be greater on companies that sell discretionary 
products than on companies that sell staples.

¨ Declining firms: For declining firms, especially those with substantial debt, a crisis can 
tip them into distress and default, especially if access to risk capital declines, and risk 
premiums increase.
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COVID: Young versus Old
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COVID: High Growth versus Low Growth
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What’s different?

¨ Crisis Origins: This crisis seems to have had a much greater negative 
impact on older, more mature companies than on younger, high growth 
ones. perhaps because it started at a time, when capital markets were 
buoyant and investors were eagerly taking on risk, with risk premiums in 
both equity and bond markets at close to decade-level lows, with a global 
economic shut down, with a cessation of most business activity. 

¨ With a Timer: That shut down came with a time frame, though there was 
uncertainty not only about when economic activity would start up again, 
but how vigorously it would return. 

¨ Private Risk Capital: Young companies have benefited from the fact, that 
after being on hold in the first few weeks of the crisis, risk capital came 
roaring back in the middle of March, both in public and private markets. 
That access to risk capital has also benefited distressed companies at the 
other end of the life cycle, explaining why you have seen surges in airline 
stock prices and in portions of the oil sector.


