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The SIPA Sentinel is issued bi-monthly. From time to time articles and re-prints are included that offer opinions on subjects related 

to investment and regulation. These are meant to help increase investor awareness, and SIPA may not share these opinions.  

 

In this issue we have devoted most space to a complete article by Larry Swedroe. 
The reason is simply that SIPA has been active for almost two decades but we still 
witness the same victimization of investors.  

 
We have made numerous submissions to regulators and Government agencies to no 

avail. The public continues to be hood-winked by the investment industry.  
 
The fundamental problem is that individuals believe they can trust their Financial 

Advisor (he is a commission sales person with no responsibility to look after your best 
interests). They also believe that regulators are there to protect investors. 

 
All Canadians should read this article whether or not they trust their advisor. It is the 
best article we have seen on the investment industry. In my opinion it is the truth. 
   

Swedroe: Active Loser’s Game Also A Trap 
September 01, 2017 
LARRY SWEDRO 

 
The other day, one of my firm’s wealth advisors called me to relate his conversation with a 
prospective client who had questioned the academic basis of our evidence-based investment 
philosophy. 
 
Specifically, she doubted the validity of the statement that most active managers persistently 
underperform their risk-adjusted benchmark. Her response was: “Of course they outperform, 
that’s what they get paid for. If they didn’t, no one would pay them.” 
 
From her perspective, it might have seemed painfully obvious to believe this was the case. After 
all, investors are rational and would not pay for poor performance. Yet the evidence shows she 
could not have been more wrong. 
 
In 1998, when Charles Ellis’s book, “Winning the Loser’s Game,” was first published, only about 
20% of actively managed funds were generating statistically significant alphas. About 80% were 
not. That’s why Ellis called active management a loser’s game—a game that’s possible to win, but 
with odds so poor that it’s not prudent to try. 
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Thus, like all loser’s games (such as buying lottery tickets or playing slot machines), the surest 
way to win is to not play. With investing, that means using passively managed vehicles, such as 
index funds. 
 
If the poor odds that Ellis describes aren’t convincing enough, as my co-author Andrew Berkin and 
I demonstrate in our book, “The Incredible Shrinking Alpha,” today the percentage of actively 
managed funds generating statistically significant alpha is less than 2%. We explain why this 
trend, in which active managers experience a persistently declining ability to generate alpha (that 
is, to outperform risk-adjusted benchmarks), is virtually certain to continue. 
 
That, in turn, raises an interesting question: Why did this prospective client possess such a strong 
belief that active managers actually outperformed? 
 
In Love With A Loser’s Game 
 
One of the greatest frustrations for me, and one of the great anomalies in finance, is that, given 
the overwhelming amount of evidence against active management and in favor of passive 
investing, a majority of investors keep playing a loser’s game. I offer four explanations for this 
phenomenon. 
 
First, the education system has totally failed the public. Unless they obtain an MBA in finance, it’s 
highly unlikely that investors have taken a single course in capital markets theory. Without the 
appropriate knowledge, how can investors determine whether an active or a passive strategy is 
the right one? 
 
Unfortunately, many obtain their “knowledge” about investing from the very institutions—Wall 
Street and the financial media—that don’t have their interests at heart, because the winning 
strategy for them is when investors play the game of active investing. 
 
Wall Street needs investors to trade frequently and to pay the high fees imposed by actively 
managed funds. The media needs investors to “tune in.” The result is that most investors are 
unaware of the historical evidence. 
 
 Getting Properly Educated 
 
Second, despite the importance of the issue, the public seems unwilling to invest the time and 
effort to overcome the failings of the education system. Instead of exploring the appropriate 
resources to become informed, such as books by William Bernstein, John Bogle or myself that lay 
out the historical evidence on active versus passive management, they would rather watch some 
reality TV show or cable financial news to hear the latest guru’s forecast. 
 
There’s an all-too-human need to believe there is someone out there who can predict the future 
and thus protect us from uncertainty. 
 



 

October 2017 

Page 3 
 

Small Investor Protection Association - A voice for small investors 

 

 

 Small Investor Protection Association - Tel: 416-614-9128 - e-mail: sipa.toronto@gmail.com - website: www.sipa.ca 

The third explanation is what we might call the Lake Wobegon effect—the need and/or desire to 
be above average. In my long experience, this seems especially true of certain high net worth 
investors. 
 
They want to feel special, particularly when it comes to investments. They want to be members of 
the “in crowd,” with access to products to which the hoi polloi does not. That can offer a feeling 
of prestige and sophistication. In other words, they want more than just returns from their 
investments. 
 
Wall Street plays on that need. You hear the repeated lie that goes something like this: “Indexing 
is a good strategy, but it gets you average returns. You don’t want to be average. We can help 
you do better than that.” 
 
The truth is that indexing doesn’t get you average returns; it gets you market returns. And 
because it does so with lower costs and greater tax efficiency, by definition, you earn above-
average returns—as long as you maintain the discipline to stay the course. This is about the only 
guarantee there is in investing. 
 
Why Do Investors Ignore The Evidence? 
 
Why do so many investors continue to play a game that has such poor odds of winning? Kathryn 
Schulz, author of “Being Wrong,” provides us with some fascinating insights to help explain this 
phenomenon, one that allows Wall Street to transfer tens of billions of dollars every year from 
investors’ pockets to their own. 
 
She explains that most of us go through life assuming we are “basically right, basically all the 
time, about basically everything” and that “our indiscriminate enjoyment of being right is matched 
by an almost equally indiscriminate feeling that we are right.” Schulz then continues: 
“Occasionally, this feeling spills into the foreground as we make predictions or place bets” (or 
make investments). 
 
She explains that, often, this confidence is justified as we “navigate day-to-day life fairly well.” 
This suggests that we’re right about most things. Schulz’s book is all about the opposite of that. 
It’s about being wrong and what happens when our convictions collapse around us. When that 
happens, we often feel foolish and ashamed, as error is often associated with “ignorance, 
psychopathy and even moral degeneracy.” 
 
Schulz’s observations can help us understand why that prospective client believed what she did—
it would be too painful to her self-image to admit her ignorance and mistaken belief. 
 
 Mistakes Happen To Other People 
 
Schulz noted that we tend to view mistakes as things that happen to others. Yet we feel it is 
implausible they’ll happen to us. She believes this is because “our beliefs are inextricable from our 
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identities” and because “we’re so emotionally invested in our beliefs that we are unable or 
unwilling to recognize them as anything but the inviolate truth.” 
 
She also notes that “we tend to fall in love with our beliefs once we have formed them” (such as 
the belief that active management is the winner’s game), and that explains why “being wrong can 
so easily wound our sense of self.” It explains why we experience cognitive dissonance—the 
uncomfortable feeling and/or anxiety we feel when someone disproves a long-held belief. It also 
explains why we ignore evidence, even when it is compelling, and why we resist change. 
 
Schulz writes that this view—that others make errors but not us—is the greatest error of them all, 
as “wrongness” is a vital part of how we learn and change. 
 
In other words, even smart people make mistakes—for instance, I used to be an active investor. 
However, once smart people learn that a behavior is a mistake, they revise their ideas and change 
their ways. This is what separates them from fools, who keep repeating the same mistakes while 
expecting different outcomes. 
 
Among the many insights Schulz offers is that our ability to forget our mistakes is keener than our 
ability to remember them. During her research, Schulz met a lot of people who told her that she 
should interview them, as they make mistakes all the time. Yet when asked to provide a specific 
example of their mistakes, they were hard-pressed to come up with any. The inability to 
remember mistakes leads to overconfidence, which in turn can lead to other mistakes, especially 
investment mistakes—such as taking too much risk and failing to diversify—which can be very 
expensive. 
 
Yet Another Explanation 
 
The fourth and final explanation for the anomaly that most individual investors use actively 
managed funds comes from social psychologists Carol Tavris and Elliot Aronson, authors of the 
wonderful book, “Mistakes Were Made (But Not by Me).” 
 
They write: “Most people, when directly confronted with proof that they are wrong, don’t change 
their point of view or course of action but justify it even more tenaciously. Politicians, of course, 
offer the most visible, and often tragic, examples of this practice. … We even stay in an unhappy 
relationship or merely one that is going nowhere because, after all, we invested so much time it 
making it work.” 
 
Tavris and Aronson explain: “Self-justification has costs and benefits. By itself it’s not necessarily 
a bad thing. It lets us sleep at night. Without it we would prolong the awful pangs of 
embarrassment. We would torture ourselves with regret over the road not taken or over how 
badly we navigated the road we did take. We would agonize in the aftermath of almost every 
decision.… Yet mindless self-justification, like quicksand, can draw us deeper into disaster. It 
blocks our ability to even see our errors, let alone correct them. It distorts reality, keeping us from 
getting all the information we need and assessing issues clearly.” 
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Investors, both individual and institutional, who rely on the past performance of active managers, 
and rankings such as Morningstar’s star ratings, hire managers, eventually firing most of them, 
and then repeat the process. 
 
They do so without ever asking themselves: What should I do differently in the selection process 
so I don’t repeat the mistake I made last time? In a triumph of self-justification, they end up 
behaving in a way that has been described as the definition of insanity—they repeat the same 
thing over and over again and expect a different outcome. 
 
Tavris and Aronson note that “none of us can live without making blunders. But we do have the 
ability to say: ‘This is not working out here. This is not making sense.’ To err is human, but 
humans then have a choice between covering up or fessing up. The choice is crucial to what we 
do next. We are forever being told that we should learn from our mistakes, but how can we learn 
unless we first admit we make any?” 
 
 Admitting Mistakes Can Be Freeing 
 
Unfortunately, admitting mistakes is a difficult hurdle for many. A great example of this behavioral 
problem is a clever insight from Lord Molson (a 20th century British politician) into his own 
behavior: “I will look at any additional evidence to confirm the opinion to which I have already 
come.” This leads to the well-documented problem of confirmation bias, which we have already 
discussed. 
 
Perhaps the saddest part is that we miss out on just how freeing it can be to admit a mistake. 
Tavris and Aronson told a story about a friend who was sent to traffic court and heard excuse 
after excuse for running red lights or making illegal U-turns. This friend became so fed up with it, 
he stood in front of the judge when it was his turn and said, “I didn’t stop at a stop sign. I was 
entirely wrong and I got caught.” The entire room burst into applause. 
 
In 1994, only about 3% of individual investor inflows into mutual funds went to index funds. By 
1999, as more individual investors became aware of the evidence on the poor performance of 
actively managed funds, that figure had reached almost 40%. 
 
Today the net figure (funds going into passively managed funds and out of active ones) is more 
than 100%. Actively managed funds are no longer just losing market share, as they have been for 
about 25 years, they are now losing net assets as well. 
 
For example, in March 2017, $31.1 billion flowed into passive equity strategies, while investors 
pulled $18.6 billion out of actively managed equity. Most active funds are dead men walking; they 
just don’t know it yet. 
 
Conclusion 
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If you’ve hired and fired fund managers and/or advisors who advocate active strategies, or have 
been using active strategies on your own and have underperformed appropriate risk-adjusted 
benchmarks, perhaps it’s time you fessed up and started playing the winner’s game that is 
passive investing. 
 
By doing so, it’s highly likely you will increase your odds of achieving your financial goals—
assuming you also have the discipline (like Warren Buffett) to stay the course, adhering to your 
well-thought-out plan (assuming, of course, you have one). 
 
In fact, in his 1996 Berkshire Hathaway annual report, Buffett himself advised investors: “Most 
investors, both institutional and individual, will find that the best way to own common stocks is 
through an index fund that charges minimal fees. Those following this path are sure to beat the 
net results (after fees and expenses) delivered by the great majority of investment professionals.” 
 
Sadly, not enough investors have heeded his advice. But it’s never too late. 
 
Larry Swedroe is the director of research for The BAM Alliance, a community of more than 140 
independent registered investment advisors throughout the country. 

 
CHECKING YOUR REGISTERED REPRESENTATIVES CREDENTIALS 
 

When the Canadian Securities Regulators (CSA) created the National Registration 
Database (NRD) it was hailed as a worthy tool for investors to determine their 

Financial Advisor’s credentials. It was fairly easy to determine that he was really a 
commission sales person and listed as a “Dealing Representative”. 
 

However in recent years the NRD has been revised so that it is no longer easy to use 
and the CSA has advised that investors must also check with the other regulators. As a 

result SIPA Advisory Committee prepared an OPEN LETTER to Securities Regulators as 
a critique.  
 

OPEN LETTER to Securities Regulators 
 
All regulators claim that it is important for investors to check the registration of their Financial 
Advisor to ensure that they are registered. Therefore, the Small Investor Protection Association 
believe this should be an easy straightforward process for investors to do. Yet, we continue to 
find this is not the case.  
 
SIPA has no issue with suggesting people check registration as one step. It is indeed a basic one 
to avoid being defrauded by an unregulated fraudster, but it is certainly no protection against 
having your savings destroyed by a registered sales person.  
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SIPA informs all of its members that it is equally, if not even more important, to understand the 
limits of their advice giver’s registration category with respect to their accountability and 
responsibility towards them.  
 
The present process for checking registration is far more complex than it needs to be and is 
confusing. The rule of thumb for any good website design, is to make it as straightforward as 
possible for your users.  
 
Although the Canadian Securities Administrators (CSA) website claims “It takes only 10 seconds to 
check registration…as much time as it takes to read this headline”. We do not find this to be the 
case. 
https://www.securities-administrators.ca/investortools.aspx?id=1128 
 
We believe that by giving the illusion if your advice giver is listed that investors can somehow 
breathe a sigh of relief that all is well, is a gross disservice. It encourages a false sense of security 
and an incomplete picture on how to best make an informed decision on choosing an advice giver. 
This important topic is covered in greater detail in this SIPA report. 
http://sipa.ca/library/SIPAsubmissions/500_SIPA_REPORT_REGISTRATION-Above-the-
Law_201611.pdf 
 
Once someone sees their advice giver is registered, they need to click on their name and then 
multiple small plus (+) signs to get to their actual category of registration. Five screens before 
they can see the category of registration and then they need to click on a small question mark (?) 
to discover what that category actually even means. There is no reason for all of this information 
to not be available in the ten seconds claimed and with one click of the mouse.  
 
One of the most important elements in user-friendly website design is navigation. The visitors to a 
website need to find what they are looking for as quickly as possible with the least amount of 
time expenditure and effort. Visitors shouldn’t have a hard time figuring out how to navigate 
through a website. Everything should be intuitive, not overly complicated and certainly critical 
information should not be hidden. We suggest you get rid of these unnecessary multiple layers. 
 
SIPA has also found that there is a lack of consistency between regulators websites.  
 
We have found that someone can be listed on the Investment Industry Regulatory Organization of 
Canada (IIROC) as a Portfolio Manager, yet listed on the CSA website as a Dealing 
Representative. This inconsistency presents unnecessary confusion for investors.  
 
IIROC has recently issued an Investor Bulletin, “What You Should Know About Your Investment 
Advisor”  http://www.iiroc.ca/investors/Documents/what-do-you-know-about-your-financial-
advisor_en.pdf 
It opens with, “When it comes to decisions about investing our hard-earned savings, many of us 
rely on the knowledge and advice of an investment advisor. That’s a lot of trust to put in anyone 
so it makes sense to first ask some questions when choosing your advisor.” We agree, that is a lot 

https://www.securities-administrators.ca/investortools.aspx?id=1128
http://sipa.ca/library/SIPAsubmissions/500_SIPA_REPORT_REGISTRATION-Above-the-Law_201611.pdf
http://sipa.ca/library/SIPAsubmissions/500_SIPA_REPORT_REGISTRATION-Above-the-Law_201611.pdf
http://www.iiroc.ca/investors/Documents/what-do-you-know-about-your-financial-advisor_en.pdf
http://www.iiroc.ca/investors/Documents/what-do-you-know-about-your-financial-advisor_en.pdf
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of trust.  It goes on a little later to provide a list of questions to ask when considering choosing an 
investment advisor. Interestingly though, they miss the most important question of all...” Do you 
have an obligation to act solely in my best interests...?” Now there’s a question that might save 
you a whole lot of trouble. How many people would invest with anyone who had the 
disclaimer, “We have no legal requirement to operate in your best interest”? 
 
If you want to view the Advisor Report on the IIROC website you must first agree to a five-page 
document regarding its Terms of Use. If you do not agree, you cannot access their website. “IF 
YOU DO NOT ACCEPT AND AGREE TO THIS AGREEMENT, THEN YOU MAY NOT USE THE 
WEBSITE.” Not very investor friendly.  
 
The five-page document is full of confusing legalese. We have never encountered so many 
intimidating and unnecessary roadblocks from any other regulatory site quite like IIROC’s. 
http://www.iiroc.ca/Documents/LegalDisclaimer_en.pdf 
 
SIPA has a few simple suggestions. 
  

 MAKE SURE YOUR NAVIGATION IS SIMPLE AND EASY TO FOLLOW. 
  

 PUT ALL THE INFORMATION NEEDED IN ONE PLACE. 
 

 USE CONTENT THAT IS SIMPLE, CONCISE AND (RELATIVELY) JARGON FREE. 
 

Canadians are busy. People want to browse webpages as efficiently as possible. They need and 
want to find their critical information as quickly as possible. Make sure that people can access it 
across all platforms. People look at websites on a daily basis from their mobile devices. The 
website should be as similar as possible across all platforms to the computer version. 
 
It’s also important to test your website with real investors, since they may see issues that you 
may have missed. Test it for usability and then optimize accordingly from their feedback. 
 
Good website design means: it is easy to use, concise yet has all the information needed.  If you 
make it difficult to obtain information or to navigate through the website, investors become 
suspicious and/or do not obtain the information they actually require to make an informed 
decision. 
 
SIPA ADVISORY COMMITTEE 

 
This OPEN LETTER to Securities Regulators is posted on the SIPA website at: 
 
http://sipa.ca/library/SIPAsubmissions/600_SIPA_OpenLetter_to_SecuritiesRegulators_20171004.pdf  

http://www.iiroc.ca/Documents/LegalDisclaimer_en.pdf
http://sipa.ca/library/SIPAsubmissions/600_SIPA_OpenLetter_to_SecuritiesRegulators_20171004.pdf

