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In my past two columns I 

discussed how market 

cycles work, why the 

sequence in which you 

receive your returns is so 

vital, and the importance of reducing the maximum 

drawdowns on your investments. 

This column will attempt to tie it all together by 

explaining the difference between the active and passive 

style of investing. Both methods have their champions 

and detractors. 

The buy-and-hold theory is championed most notably by 

University of Chicago economics professor Eugene 

Fama. 

Fama developed the rational markets theory in the early 

1960s. It states that all stock is priced right in the market 

at all times and only changes on new information. Fama 

maintains there is no irrationality in the market, and there 

is no such thing as a bubble. And he must be right, 

because in 2013 he was given the Nobel Memorial Prize 

in Economic Sciences. 

Active investing is advocated by Yale University 

economics professor Robert Shiller. 

Shiller — developer of the cyclically adjusted price-to-

earnings ratio, or Shiller P/E ratio — believes there is 

irrationality in the market, that irrationality creates 

market bubbles, and that one can recognize those 

bubbles and take steps to avoid them. And he must be 

right, too, because in 2013 he was given the Nobel 

Memorial Prize in Economic Sciences. 

So here we have two really smart guys, both Ivy League 

economics professors, both have been widely published, 

but who couldn’t disagree more on their views of the 

stock market. 

And they were both given the Nobel Memorial Prize in 

the same year! 

So if the Nobel Memorial Prize committee can’t figure 

out the best way to invest, is it any wonder that the 

normal working guy may find all this conflicting 

investment information just a bit confusing? 

Anyway, passive investing — also known as buy-and-

hold — is the style in which you decide the allocation of 

stocks, bonds and any other mix of investments you 

want, you buy the investments that represent that mix, 

then you hold on to it through all the market ups and 

downs. 

Over the long term this strategy usually works, but when 

you’re going through a gut-wrenching, soul-destroying 

market crash, holding on to your strategy without hitting 

the panic button can be difficult. 

Active investing involves the observation of what the 

stock market is doing at any point in time. 

Using one or more active management strategies you 

adjust your account based on what the market is doing at 

that time. It takes some work and research to stay up-to-

date, but it can be well worth the trouble in a volatile 

market. 

Done right, active management can reduce potential 

maximum drawdown and keep one invested when he or 

she may normally panic out. 

Going through a withering market meltdown can be a 

harrowing experience. And it usually doesn’t help much 

when your adviser tells you to stay invested. In fact, you 

may want to choke him. But if you can emotionally 

manage the value losses, passive investing usually 

works. 

If, however, you don’t have that much of a cast-iron 

stomach, then active management may be your best bet.  


