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Cast of Characters

WARREN BUFFETT. Chairman of Berkshire Hathaway, and the world’s most famous investor. Won the investment industry’s bet of the century by pitting an index fund against a panoply of hedge funds.

TED SEIDES. The cofounder of Protégé Partners, a hedge fund investment firm, who took Buffett up on his bet that an index fund could beat the finest money managers in the world over a decade.

JACK BOGLE. The founder of Vanguard, one of the biggest index fund managers in the world, and often dubbed “Saint Jack” due to his exhortation for the investment industry to give more people a “fair shake” through cheap passive investment vehicles.

LOUIS BACHELIER. An early-twentieth-century French mathematician who died in obscurity, but whose work on the “random walk” of stocks would make him the intellectual godfather of passive investing.

ALFRED COWLES III. The wealthy tuberculosis-plagued heir of a newspaper fortune who undertook one of the first rigorous studies of how well investment professionals actually performed versus the broader stock market.

JAMES LORIE. A gregarious University of Chicago professor tasked by Merrill Lynch to find out the long-term return of stocks. The result was the biggest and most comprehensive study of the equity market to date, providing the raw fuel for the development of index funds.

HARRY MARKOWITZ. The cerebral economist whose groundbreaking 1952 PhD thesis on financial markets became one of the most influential papers in finance, winning him the Nobel Prize in Economics, and laying the groundwork for the subsequent passive investment revolution.

WILLIAM SHARPE. A onetime medical student who became one of the first programmer-economists, building on his mentor Markowitz’s work to demonstrate the power of a broad “market portfolio”—in other words, an index fund.

EUGENE FAMA. A onetime jock turned legendary economist at the University of Chicago, whose efficient-markets hypothesis helped explain why markets are so hard to beat, and inspired the birth of passive investing.

JOHN MCQUOWN. A ferociously determined, computer-obsessed banker who convinced Wells Fargo to establish a skunk works and assemble the biggest crew of economic superstars. They would go on to launch the first passive investment fund, which reshaped finance.

REX SINQUEFIELD. A former Fama student who became the self-styled “Ayatollah” of the efficient-markets hypothesis, establishing the first S&P 500 index fund at American National Bank of Chicago. He would later go on to found Dimensional Fund Advisors (DFA) with McQuown’s protégé David Booth.

DEAN LEBARON. A resolutely unorthodox money manager who made his name in the go-go stock market boom of the 1960s, but established one of the first index funds at his firm Batterymarch—even if it initially found no takers.

JIM VERTIN. The head of research at Wells Fargo’s trust department. He was initially a ferocious opponent of McQuown, but eventually became a convert to the cause and a zealous proselytizer for passive investing.

WILLIAM FOUSE. A mustachioed bon vivant who put himself through university by playing jazz. After being pushed out of Mellon Bank, he became an instrumental bridge between the cutting-edge research of McQuown’s skunk works and the rest of Wells Fargo’s investment department.

JIM RIEPE. Bogle’s main lieutenant at Wellington, who followed him over in the “great bifurcation” and the founding of Vanguard and played a pivotal role in the launch of the First Index Investment Trust.

JAN TWARDOWSKI. Bogle’s young “quant,” who helped design Vanguard’s inaugural index mutual fund using a now-defunct programming language. Despite the fund initially bombing with investors, he was able to make sure that it didn’t deviate too far from its index.

BURTON MALKIEL. An economist whose book A Random Walk Down Wall Street popularized many of the theories developed by the likes of Fama. He would later become a board member at Vanguard, and the chair of the American Stock Exchange’s (Amex) new products division, which invented the exchange-traded fund (ETF).

JACK BRENNAN. A patrician Bostonian who was Bogle’s trusted lieutenant and successor, and who proved instrumental in building Vanguard into a huge investment group. But the two men fell out dramatically, leading to a bout of strife that threatened to blow Vanguard off course.

DAVID BOOTH. A basketball-loving Kansan who dropped out of Chicago’s PhD program to work for John McQuown at Wells Fargo. He then founded DFA with fellow former Fama student Rex Sinquefield, and helped extend the index fund revolution to new frontiers.

LARRY KLOTZ. One of AG Becker’s top salesmen who joined Booth and Sinquefield in founding DFA, winning many of its first big clients before he was summarily ejected by his two partners.

JEANNE SINQUEFIELD. Rex Sinquefield’s brilliant and exacting wife, who went from a PhD in sociology to designing financial derivatives, and then became head of trading at DFA. Every new recruit had to pass her “Jeanne Test.”

DAN WHEELER. A loquacious former Marine turned financial advisor, who helped build up DFA’s retail operations and established its boot camps, which helped spread the gospel of efficient markets to new corners of the financial industry.

NATE MOST. A geeky, avuncular former physicist and submariner, who after a long, nomadic career in the backwaters of finance was instrumental in the invention of the ETF at the Amex.

STEVEN BLOOM. Most’s youthful, brainy sidekick at the Amex, whose classical Harvard economics PhD complemented his mentor’s eclectic creativity perfectly. He later worked at Nasdaq before teaching at West Point and the Eisenhower School for National Security and Resource Strategy.

IVERS RILEY. A former Navy pilot who joined the Amex after losing out on the top job at the New York Stock Exchange to Dick Grasso. He saw the potential for Most and Bloom’s invention to be a “destiny-changing product” for the struggling exchange.

FRED GRAUER. A former academic unceremoniously sacked from Wells Fargo Investment Advisors (WFIA), before later returning to lead it. Grauer turned around the troubled unit and set it on a course toward becoming one of the biggest investment groups in the world.

PATTIE DUNN. The charismatic journalism student who first joined WFIA as a secretary, and rose quickly through the ranks. She eventually replaced her mentor Grauer as chief executive of Barclays Global Investors (BGI)—much to his consternation.

LEE KRANEFUSS. An entrepreneurial former consultant tasked by Dunn to build World Equity Benchmark Shares (WEBS) into a separate ETF business called iShares. He could ruffle feathers internally, but succeeded far beyond anyone’s expectations.

LARRY FINK. Once a star bond trader at First Boston with the world at his feet, but pushed out after a humiliating loss. He then dusted himself off, founded BlackRock, and built it into the world’s biggest investment empire.

ROB KAPITO. Fink’s former right-hand man at First Boston and his key lieutenant at BlackRock. A wine lover known for his aggressiveness and abrasiveness, he was instrumental in BlackRock’s growth.

RALPH SCHLOSSTEIN. A former Treasury official and Lehman banker who partnered with his friend Fink to found BlackRock. His statesmanlike and diplomatic approach meant that he was in charge of integrating the company’s acquisitions of State Street Research and Merrill Lynch Investment Managers (MLIM).

MARK WIEDMAN. An outgoing former lawyer and Treasury official, who led the integration of BGI into BlackRock. His success means that he is one of the leading contenders to pick up the reins should Fink ever retire.
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CHAPTER 1

Buffett’s Bet

IT WAS A SLOW, LANGUID summer day in 2007 when Ted Seides settled in behind the oblong modern desk in his swish corner office on the fifteenth floor of New York’s MoMA building. CNBC was blaring in the background, but with little else to do, he decided to work through his email inbox. There he spied something intriguing.

A friend had sent him a transcript of a recent meeting between Warren Buffett and a bunch of college students. Seides had long been a fan of the legendary “Oracle of Omaha” and was a devoted attendee of the annual meetings hosted by Buffett’s vast investment conglomerate, Berkshire Hathaway. But something in the transcript made him sputter that morning.

One of the students had asked Buffett about a wager he had offered a year earlier, that a fund that simply tracked the US stock market would beat any group of high-flying hedge fund managers. Berkshire’s chairman noted that no one had dared to take him up on the bet, “so I guess I’m right,” he told the students. The scorn vexed Seides, a normally unflappable thirty-six-year-old Wall Streeter with a passing resemblance to a clean-shaven Judd Apatow. After all, hedge funds were his bread and butter.

He had learned the skill of picking out the finest ones from the master himself, Yale University endowment’s David Swensen. A few years earlier Seides had helped found Protégé Partners, an investment group that specialized in unearthing the industry’s most skilled financial wizards for pension funds and private banks—a “fund-of-hedge-funds.” By 2007, Protégé managed $3.5 billion of hedge fund investments on behalf of its clients, and had generated 95 percent returns, handily beating the returns of the US stock market.1

The hedge fund industry first emerged in the 1960s, but had enjoyed explosive growth over the last decade, and by 2007 managed nearly $2 trillion on behalf of investors around the world. Big hedge fund managers like George Soros and Ken Griffin had amassed vast fortunes, attracting envy even in other well-paid corners of the financial world. By the mid-2000s, most young Wall Streeters dreamed of running a hedge fund, not toiling away in investment banking or—perish the thought—doing unglamorous work such as lending money to companies.

The boom frustrated Buffett, who had long felt that the investment industry overflowed with mediocrities who in practice did little more than line their own pockets with the ample fees they charged clients. At Berkshire Hathaway’s annual meeting in 2006, when he first proposed the wager, he gave the industry both barrels.

“If your wife is going to have a baby, you’re going to be better off if you call an obstetrician than if you do it yourself. And if your plumbing pipes are clogged, you’re probably better off calling a plumber. Most professions have value added to them above what the laymen can accomplish themselves. In aggregate, the investment profession does not do that,” Buffett had told attendees. “So you have a huge group of people making—I put the estimate as $140 billion a year—that, in aggregate, are and can only accomplish what somebody can do in ten minutes a year by themselves.”

Seides was somewhat sympathetic to Buffett’s point that many professional money managers in practice do a poor job, but the proposed bet just looked dumb to him. As CNBC was trumpeting in his office that summer morning, the subprime mortgage crisis had just begun to rumble, and Seides thought that things would get worse before they got better. The hedge fund industry’s freewheeling buccaneers looked like they would be far more adept at navigating the coming storm. After all, hedge funds can profit from markets moving both up and down, and invest in far more than just the S&P 500 index of US stocks that Buffett had offered up to fight in his corner. They may charge plenty, but Seides was confident that they could leap over that hurdle and comfortably beat the S&P 500, which was at the time still trading at exceptionally high valuations, oblivious to the brewing financial crisis.

Seides had missed the 2006 Berkshire Hathaway meeting when Buffett first offered the wager, but since no one had seemed to respond in the interim, and it was a slow day, he started writing an old-fashioned letter to Buffett, proposing to accept his wager. “Dear Warren,” it started:2


Last week, I heard about a challenge you issued at your recent Annual Meeting, and I am eager to take you up on the bet. I wholeheartedly agree with your contention that the aggregate returns to investors in hedge funds will get eaten alive by the high fees earned by managers. In fact, were Fred Schwed penning stories today, he likely would title his work “Where Are the Customers’ G5s?”

However, my wager is that you are both generally correct and specifically incorrect. In fact, I am sufficiently comfortable that unusually well managed hedge fund portfolios are superior to market indexes over time that I will spot you a lead by selecting 5 fund of funds rather than 10 hedge funds. You must really be licking your chops!



To Seides’s delight, Buffett promptly replied, scrawling a terse message on Seides’s letter and sending it back to his New York office, starting an extended back-and-forth about how to arrange the bet. Eventually, they settled on a million-dollar wager that pitted two diametrically opposed investment philosophies against each other: imperious, expensive investment managers who scour the planet for the most lucrative opportunities, against cheap, “passive” funds that blindly buy the entire market. It represented reigning wisdom against scrappy underdog.

▲

DESPITE HIS RENOWN as an investor, Buffett has long had a jaundiced view of his own profession—something revealed in a remarkable 1975 letter to Katharine Graham, the former Washington Post owner and grandee of DC society. “If above-average performance is to be their yardstick, the vast majority of investment managers must fail,” Buffett glumly noted.3

The main subject of the letter was pensions. With his signature wit, Buffett explained to his friend the dry actuarial arithmetic of retirement plans that promise to provide members a certain, regular retirement payment. But his most brutal points were on the usefulness of professional fund managers whom pension plans hire to manage their money.

As Buffett laid out with devastating clarity, expectations of above-average performance by all pension funds were “doomed to disappointment.” After all, they in practice were the market. Buffett compared it to someone sitting down at a poker table and declaring, “Well, fellows, if we all play carefully tonight, we all should be able to win a little.” Add in the trading costs and the cost of paying their managers’ salaries, and investment funds would on average inevitably do worse than the broader market.

Of course, many investment groups—and the pension fund executives who entrust them with their money—will counter that the trick is to invest only in above-average managers. Sure, many will be poor, lazy, or wrong, but rigorous research can unearth the stock-picking stars who can consistently beat their market.

This elite would, in the era of laxer regulations, also wine and dine company executives to get discreet but vital market-moving information ahead of the unwashed masses of ordinary investors, and enjoy privileged access to the research of Wall Street firms desperate for their business. Moreover, a lot of trading was still done by individual investors, dentists and lawyers who acted on the recommendation of an army of stockbrokers of often dubious expertise and ethics. In such an environment, the premise that professional fund managers could consistently beat the market surely didn’t seem so unreasonable?

This was certainly the common wisdom at the time. The 1960s saw the emergence of the first superstar mutual fund managers, cerebral stock-pickers who became celebrities for their investment acumen. Up until then, the industry had been dominated by “prudent men in hallowed institutions, quietly tending casks of slowly maturing capital,” as Institutional Investor, an industry magazine, said at the time. But the 1960s bull market—dubbed the “go-go” era—changed everything. “Now the thirst for gains is so great in the fund business that managers are stars, and they get a piece of the profits. Just like Paul Newman and Elizabeth Taylor,” Institutional Investor noted.4

These stars aimed to thrash the market by investing in racy, fast-growing companies like Xerox and Eastman Kodak, many of which were dubbed the “Nifty Fifty” for the power of their stock market performance. But their luster dimmed quickly when the boom ended in the late 1960s and the Nifty Fifty fell to earth.

In his letter to Graham, Buffett used an apt metaphor to explain why relying even on fund managers with exemplary track records was often a fallacy, comparing it to a coin-flipping contest. If a thousand people predict the outcome of a series of coin flips, mathematically thirty-one should manage to guess five flips in a row correctly. Highly educated, hardworking fund managers would naturally bristle at the insinuation that they are mere coin flippers, but the laws of probability are clear.

As Buffett later highlighted in a celebrated 1984 speech, one could even imagine a national coin-flipping contest of 225 million Americans, all of whom would wager a dollar on guessing the outcome. Each day the losers drop out, and the stakes would then build up for the following morning. After ten days there would be about 220,000 Americans who had correctly predicted ten flips in a row, making them over $1,000. “Now this group will probably start getting a little puffed up about this, human nature being what it is,” Buffett noted.5 “They may try to be modest, but at cocktail parties they will occasionally admit to attractive members of the opposite sex what their technique is, and what marvelous insights they bring to the field of flipping.”

If the national coin-flipping championship continued, after another ten days 215 people would statistically have guessed twenty flips in a row, and turned $1 into more than $1 million. And still the net result would remain that $225 million would have been lost and $225 million would have been won. However, at this stage the successful coin flippers would really begin to buy into their own hype, Buffett predicted. “They will probably write books on ‘How I Turned a Dollar into a Million in Twenty Days Working Thirty Seconds a Morning,’” he joked.

Buffett conceded that it was possible to unearth some fund managers with a real edge. Naturally, as a protégé of Benjamin Graham—a famous investor and academic who established an approach dubbed “value investing”—Buffett has often highlighted how many successful money managers shared Graham as their “common intellectual patriarch.” But investors who can consistently outperform the market are few and far between, he argued.

In the conclusion to his letter to the Post’s owner, Buffett therefore laid out his recommendations: Either stay the course with a bunch of big, mainstream professional fund managers and accept that the newspaper’s pension fund would likely do slightly worse than the market; find smaller, specialized investment managers who were more likely to be able to beat the market; or simply build a broad, diversified portfolio of stocks that mirrored the entire market. Buffett obliquely noted that “several funds have been established fairly recently to duplicate the averages, quite explicitly embodying the principle that no management is cheaper, and slightly better than average paid management after transaction costs.”

At the time there was no real term for such a seemingly lazy investment strategy—at the time championed only by some oddballs working at third-tier, parochial banks in San Francisco, Chicago, and Boston—but today they are called index funds, and the approach is dubbed “passive investing.”

Index funds are investment vehicles that simply try to mimic an index of financial securities. These indices can be big and well known—like the United States’ Dow Jones Industrial Average, the UK’s FTSE 100, or Japan’s Nikkei—or more niche or exotic, such as benchmarks that track the debt of developing countries. While traditional “active” funds managed by professionals try to pick winners and shun losers, index funds do nothing but buy everything in their benchmark according to predetermined rules of construction. Take the S&P 500, an index generally accepted as the best and broadest measure of the US stock market. An S&P 500 index fund buys every single one of the five hundred stocks in the index, exactly according to their relative stock market value—so it buys more of Apple than it does Alaska Air Group.

This may seem like a bizarre approach, yet as Buffett had realized, even savvy Wall Street pros can be pretty bad at picking financial securities. Moreover, given the costs of paying a fund manager and their staff, they have to comfortably beat their benchmarks for investors to break even. In sporting terms, by selecting an expensive, actively managed fund, they are starting every game a goal down. Worse, there seems to be no way of consistently identifying those with the skill needed to score two goals to overcome the deficit.

Data is a hard taskmaster, but has consistently shown that while someone might get lucky for a few years, very few do so in the long run. The exact statistics vary between countries and types of market that they invest in, but roughly speaking, only 10 to 20 percent of active funds beat their benchmarks over any rolling ten-year period. In other words, investing is a rare walk in life where it generally pays to be lazy and choose a cheap passive fund.

Nonetheless, back in the 1970s, this data just wasn’t well known, and “index investing” was still in its infancy. Many in the industry simply scoffed at the ludicrous idea that someone should or would lazily settle for whatever the entire stock market did. For the Post, dumping its pension money into such an oddball idea proved far too much of a leap. Instead, it entrusted its pension to a handful of fund managers personally recommended by Buffett.

To be fair, his prudence helped ensure the newspaper a well-endowed pension at a time when many corporate plans are struggling. However, Buffett’s discreet nod to a bunch of innovative funds that merely tried to cheaply mimic the stock market would prove prescient, and decades later it would help him win the investment industry’s bet of the century.

▲

SEIDES INITIALLY PROPOSED to make the bet $100,000—Buffett’s annual salary—but Buffett wanted to make the stakes more interesting. Given his age and the complications that a decade-long bet might cause for the settlement of his estate in case he passed away, he said he would be interested in a bet only of at least $500,000. Even so, “my estate attorney is going to think I’m out of my mind for complicating things,” he wrote Seides.6

That was a bit rich for Seides, so Protégé Partners itself became the counterparty to Buffett’s bet. Each party put up about $320,000, which would be used to buy a Treasury bond that would be worth $1 million at the bet’s conclusion in 2018. If Protégé won, the proceeds would go to Absolute Return for Kids, a charity backed by prominent members of the hedge fund community. If Buffett triumphed, the money would go to Girls Inc., a venerable charity that the Buffett family had long supported.

Rather than the ten hedge funds that Buffett had first proposed back in 2006, Protégé selected five funds-of-funds like Protégé Partners itself—investment funds that in turn invest in an array of hedge funds. In total, these five funds-of-funds were invested in over a hundred hedge funds. That way, the overall performance would not be distorted by the results of a single awful or awesome money manager. Ever the showman, Buffett insisted that he would announce a tally of how things were going at Berkshire Hathaway’s annual meeting every year.

Due to legal restrictions on gambling in some US states, the bet was arranged through something called Long Bets, a forum for big wagers on the future backed by Amazon’s Jeff Bezos. Although seemingly frivolous, friendly gambles can have a lot of power. In 1600, Johannes Kepler entered into a bet with a Danish astronomer that he could calculate a formula for the solar orbit of Mars in eight days. In the end, it took him five years, but the work help revolutionize astronomy.7 This was precisely what the Long Bets Project wanted to encourage, and the Buffett-Protégé wager was perfect. It was eventually formally announced in a June 2008 Fortune article by Carol Loomis, a well-known journalist and friend of Buffett.

Buffett thought that Protégé’s choosing a fund-of-funds was a mistake, even if it meant that one bad apple was less likely to spoil the barrel. Hedge funds are expensive, often charging 2 percent annually of the assets they manage, and taking another 20 percent cut of any profits they generate. Funds-of-funds put an extra layer of fees on top. In contrast, the passive US stock-market-mimicking investment vehicle that Buffett chose—one of the index funds whose invention he had mentioned to Kay Graham years earlier—charged just 0.04 percent a year.

“A number of smart people are involved in running hedge funds. But to a great extent their efforts are self-neutralizing, and their IQ will not overcome the costs they impose on investors,” Buffett argued.8 Seides acknowledged that traditional mutual fund managers who focus just on stocks will on average underperform a “narrow” benchmark like the S&P 500. But he maintained that it was an apples-to-oranges comparison, given that hedge funds can also profit from falling securities, and invest in a far broader array of markets.

“For hedge funds, success can mean outperforming the market in lean times, while underperforming in the best of times. Through a cycle, nevertheless, top hedge fund managers have surpassed market returns net of all fees, while assuming less risk as well,” Seides argued. While the extra cost was an issue, he was confident that funds-of-funds should be able to surmount this by selecting the best hedge funds.

Indeed, Buffett initially estimated his chances of winning at a modest 60 percent, given that his opponent was an “elite crew, loaded with brains, adrenaline and confidence.”9 Seides, on the other hand, put his chances of besting Berkshire’s chairman at a more confident 85 percent.10 “Fortunately for us, we’re betting against the S&P’s performance, not Buffett’s,” he said.

And initially it did look like the Oracle of Omaha would have to eat some humble pie. Buffett declined to discuss the bet at Berkshire’s annual meeting in 2009, when he was trailing well behind. While the hedge funds were down by over 20 percent in 2008, the index fund chosen by Buffett had lost 37 percent of its value as the financial crisis rattled markets. It looked like Seides’s argument that hedge funds would do a better job of preserving value in a bear market was bearing fruit.

Things didn’t look much brighter in 2010, when Buffett for the first time discussed the bet at Berkshire’s annual meeting—albeit perfunctorily. The next year he was somewhat more fulsome, but mostly to land a jab at an old target. “The only people that are ahead so far are the investment managers,” he noted, before the shareholder meeting broke for lunch. By year four, the S&P 500 had begun to narrow the difference, but Buffett was still behind. Given the mounting crisis in Europe at the time, the outcome looked like it rested on a knife’s edge.

▲

IN DECEMBER 2016, John Clifton Bogle received an enigmatic note from an old friend, a former Morgan Stanley strategist named Steven Galbraith, asking him to block off the first weekend of next May, when Bogle would be turning eighty-eight. Galbraith wanted to do something special to celebrate his friend, but refused to tell Bogle what he had cooked up.

Jack Bogle had four decades earlier founded Vanguard, the investment group that brought index-tracking funds to the masses. After an inauspicious start in 1974, Vanguard had, thanks to the messianism of its headstrong founder, become one of the world’s biggest money managers, with an array of dirt-cheap funds that do nothing but attempt to mimic markets rather than beat them. Indeed, it was a Vanguard fund that Buffett had chosen as his champion in his bet with Seides—a bet whose victor would coincidentally be declared around Bogle’s birthday.

As his eighty-eighth birthday approached, Bogle had lost his earlier imposing physical presence. His angular features had softened, the severe crew cut he had sported for most of his life had become thin and sparse, and his posture had been eroded by scoliosis, age, and other afflictions. Bogle suffered his first of many heart attacks at thirty-one, at age thirty-eight he was diagnosed with a rare heart disease called arrhythmogenic right ventricular dysplasia, and at sixty-seven he finally had a heart transplant. But his voice still boomed like a foghorn, his mind was as sharp as ever, and he had lost none of his appreciation for adventure. So he gamely agreed to whatever mysterious plan Galbraith had hatched.

On the morning of May 5, 2017, Bogle and his family drove from their house in Bryn Mawr to Atlantic Aviation, Philadelphia’s private plane airport. There, a Citation jet with Galbraith aboard picked them up and flew straight to Omaha, for Bogle to attend his first-ever Berkshire Hathaway annual shareholder meeting.

The event is often called the Woodstock of capitalism, a forum for anyone who owns a share in Berkshire Hathaway to ask Buffett and his partner Charlie Munger about everything from business to geopolitics and personal values. The duo revel in the attention, Buffett responding with his well-honed folksy wit and Munger with terse acidity.

Checking in at the Omaha Hilton, Bogle received his first awkward but pleasant surprise: A horde of guests armed with iPhones gave Vanguard’s founder the full paparazzi experience, snapping photos of the latest financial celebrity to make a trek to Nebraska’s carnival of capitalism. “It felt like escorting Bono around,” Galbraith recalls. Bogle’s wife, Eve, was a little concerned about the frenzy, given his frailty, but Bogle lapped it up. The shower of photography continued throughout the day, including over dinner at the hotel later that evening. “I quickly learned that saying ‘yes’ was infinitely more efficient than saying ‘no’ and then arguing about it,” Bogle later wrote.11

It was when he woke up on Saturday morning and looked out the hotel room window that Bogle realized just how big a deal the Berkshire meeting is. A line four people wide snaked from the conference center to as far as the eye could see, thousands of people braving the chilly Nebraska morning for the chance to sit closer to Buffett and Munger. That year, forty thousand people attended, with over half forced to watch a video link from a nearby overflow site. Bogle, his family, and the Galbraiths were, however, given prime seating near the front of the cavernous arena, right behind Berkshire’s longest-standing shareholders and next to its directors.

As usual, the duo opened with a limp joke. “You can tell us apart because he can hear and I can see. That’s why we work so well together,” Buffett wisecracked. He went on with the usual discussion of Berkshire’s last annual results, and as interesting as it was, after a while Bogle began wondering why Galbraith had brought him all the way to Omaha at his advanced age and poor health. But then Buffett made a sudden detour, and all became clear.

“There’s one more person that I would like to introduce to you today and I’m quite sure he’s here. I haven’t seen him, but I understood he was coming,” Buffett said, scanning the audience. “I believe that he made it today and that is Jack Bogle … Jack Bogle has probably done more for the American investor than any man in the country. Jack, could you stand up? There he is.” To thunderous applause, the gaunt but beaming Bogle, dressed in a dark suit and checkered open-neck shirt, stood up, waved to the crowd, and took a small bow toward Buffett and Munger’s podium.

To attendees who might not know who the old man was, Buffett explained how index funds like those pioneered by Vanguard had taken on and upended the money management industry. “I estimate that Jack, at a minimum, has saved and left … tens and tens and tens of billions into their pockets, and those numbers are going to be hundreds and hundreds of billions over time,” Buffett said. “So, it’s Jack’s eighty-eighth birthday on Monday, so I just [want to] say, ‘Happy birthday, Jack.’ And thank you on behalf of American investors.” Another round of hearty applause broke out in the arena.

For Bogle, being lauded by Buffett himself in front of thousands of people was an immensely emotional experience. “I don’t get verklempt about a lot of stuff, but this was really really awesome,” Galbraith said. “It meant a lot to him.” The number of people who wanted a photo with him reached the point where Vanguard’s founder had to start leaving sessions early to give himself enough time to get out. Bogle later wrote that he “began to understand why rock stars among our entertainers are so eager to avoid the paparazzi.” Nonetheless, for someone who was near the end of a long and eventful life that had left him wealthy but hardly rich, the sense of an astonishing legacy being recognized and burnished was unmistakable.

“I confess that, on this one grand occasion, I found huge satisfaction in being recognized for my contribution to the world of investing, and to the wealth of the human beings who have entrusted their assets to Vanguard’s index funds,” Bogle later said.12 “I’m only human!”

But Buffett is also only human, and Bogle’s visit was akin to a victory lap for the Oracle of Omaha as well.

▲

JUST DAYS BEFORE BERKSHIRE’S shareholder meeting, Seides had officially conceded that he had lost the bet. He had left Protégé a couple of years earlier, but on its behalf he admitted that with only eight months of the bet remaining he was doomed to lose.

Commenters on the Long Bets forum were already gloating. “Warren is mopping the floor with Protege,” one said. “No big nail-biter finish here … Index funds rule.” In one of the last articles of her remarkable six-decade career at Fortune, Carol Loomis hailed how Buffett “scorches the hedge funds.” Members of Bogleheads, an online forum for fans of Vanguard’s founder, were understandably smug. “The Sage of Omaha proved what Jack and Bogleheads knew all along, passive investing is the way to go,” chortled one of them.

It wasn’t even close. The Vanguard 500 Index Fund—ironically viewed as a dismal failure when launched by Bogle four decades earlier—had returned 125.8 percent over the decade. The quintet of funds-of-hedge-funds had an average return of only 36.3 percent. In fact, not one of the five individual hedge fund investment vehicles had managed to beat the S&P 500 index that the Vanguard fund tracked.

In his annual report, Buffett was not above some gloating. “Bear in mind that every one of the 100-plus managers of the underlying hedge funds had a huge financial incentive to do his or her best,” he wrote. “Moreover, the five funds-of-funds managers that Ted selected were similarly incentivized to select the best hedge-fund managers possible because the five were entitled to performance fees based on the results of the underlying funds. I’m certain that in almost all cases the managers at both levels were honest and intelligent people. But the results for their investors were dismal—really dismal.”

Seides agrees with Buffett’s assertion that costs matter greatly, but still thinks that Buffett overplays his message. He argues his mistake was to pit a US stock market fund against a broad array of hedge funds, many of which primarily focus on lower-returning corporate bonds or government debt. Moreover, the decade the bet spanned was an exceptionally good one for US stocks, despite the blow of the financial crisis.

In the end, the proceeds that actually went to Girls Inc. amounted to $2.2 million, thanks to a timely switch of the bet’s collateral from US Treasury bonds into Berkshire stock—highlighting how human discretion can still play a valuable role. The money helped finance a Girls Inc. program for vulnerable young women at a converted convent on the outskirts of Omaha, now appropriately renamed Protégé House.

However, in retrospect Seides does make one damning concession: If he was a young man today, he would not choose a career in investing. The profession has become increasingly competitive and difficult, and judging whether someone’s results are due to luck or skill is almost impossible. Moreover, it is a rare career path where experience does not necessarily make you more proficient, and being mediocre is of no value. “Your average doctor can still save lives. But your average investor detracts value from society,” Seides admits.

Naturally, Buffett argues that being a professional investor is not an impossible task, but he is skeptical that many can succeed. Even those who do often see their results atrophy over time. A good track record means a fund manager typically attracts a lot of new investors. But the more money one manages the harder it is to find lucrative opportunities. Since most people in the industry are paid largely according to the amount of money they control, they have little incentive to keep their size manageable. “When trillions of dollars are managed by Wall Streeters charging high fees, it will usually be the managers who reap outsized profits, not the clients. Both large and small investors should stick with low-cost index funds,” Buffett argues.13

▲

THE BET IS SYMBOLIC OF a broader shift in the investment industry. The Washington Post may have eschewed the embryonic index funds that had cropped up by the mid-1970s, but today those funds are gobbling up vast chunks of the investment industry. The public universe of index funds stood at almost $16 trilllion by the end of 2020, according to Morningstar, a prominent data provider on the investment industry. But many big pension plans and sovereign wealth funds also have huge internal index-tracking strategies, or pay an investment group to do it for them outside of a formal fund structure. BlackRock, the world’s biggest money manager, estimated in 2017 that there was another $6.8 trillion in nonpublic passive equity strategies, managed internally or by the likes of BlackRock. Assuming a growth rate similar to the public index fund world, that means that over $26 trillion—and that is likely a conservative estimate—now does nothing more than slavishly track some financial index, whether the S&P 500 for American stocks, the Bloomberg Barclays Aggregate for the US bond market, or the JPMorgan EMBI index for developing country debt.

The biggest equity fund in the world is now an index fund. The biggest bond fund is as well. The leading gold index fund now holds more of the yellow metal than most central banks, an astonishing eleven hundred tons. That is equivalent to a quarter of all the bullion in Fort Knox. No wonder that Bloomberg’s podcast on a form of index funds known as exchange-traded funds (ETFs) is called Trillions, a tongue-in-cheek reference to Billions, Showtime’s series on the fictional hedge fund manager Bobby Axelrod.

The boons are being reaped by nearly everyone, directly or indirectly. Paul Volcker, the former chair of the Federal Reserve, famously said in 2009 that the only valuable innovation the finance industry has conjured up in the past twenty years was the ATM. Broaden that to the past fifty years, and I would argue that the index fund—first born in the early 1970s—is up there. The average cost of mutual funds in the United States has halved over the past two decades, largely thanks to the growth of index funds and the pressures they bring to all investment fees.

The net savings over that period amount to trillions of dollars, money that goes straight into the pockets of savers, rather than highly paid finance industry professionals. For example, the overall annual cost to investors of the entire $8 trillion universe of ETFs—a next-generation version of index funds that will be explored in later chapters—is, roughly speaking, $15 billion. That is way less than just Fidelity’s revenues in 2020, and a tiny fraction of the hedge fund industry’s total earnings.14

The finance industry has historically been adept at inventing new products that line its own pockets more than those of Main Street. The index fund is a rare exception to the rule. At a time when the gap between the haves and have-nots is widening everywhere, the positive impact that an initially much-maligned invention by a motley group of self-described finance industry renegades and heretics can have in the space of a few decades is inspirational.

Nonetheless, new technologies—and that is essentially what the index fund is—always have side effects, and not all of them are positive. As index investing has grown, the initially snide comments have been replaced by concern, even fear. Over the past decade, it has become a crescendo. Paul Singer, a famous hedge fund manager, even argues that passive investing has grown into a “blob” that is now “in danger of devouring capitalism.”

“We are always amazed by decent ideas and insights which are stretched so far beyond their original version that they become caricatures of themselves and then sometimes contra-functional. So it may be with passive investing,” the head of Elliott Management wrote in a letter to his investors in 2017.15

Singer is hardly a dispassionate observer. Index funds make his life harder, both by pressuring the eye-watering fees that the hedge fund industry has historically charged and by making the corporate crusades Elliott is famous for a lot more complicated. Nonetheless, his criticism, although shrill, has a kernel of truth to it.

For proponents of index investing, it is important to recognize the potentially negative implications and try to ameliorate them, rather than blindly deny that they exist. The growth of passive investing will prove one of the most consequential challenges that we face in the coming decades, not just to markets and investing but to the way capitalism functions. That may seem overblown, especially at a time of pandemics, resurgent nationalism, and widening inequality. But as we saw in 2008, whether we like it or not, finance touches every aspect of our society in ways that are often hard to fathom.

▲

BUFFETT’S PUBLIC SHOUT-OUT TO BOGLE, the creator of the S&P 500 index fund that he had chosen to be his champion in the bet with Seides, was well deserved. Bogle was a titan of the investment industry, a force of nature who arguably did more than anyone to popularize and proselytize for index funds. Much of their growth can be attributed to the messianic fervor that he brought to their cause, in the face of widespread scorn, derision, and mockery from the investment industry.

However, Bogle was far from the only zealot in a revolution that eventually grew to reshape finance. He may have championed the cause of index funds like none other, but he did not provide their intellectual foundation stones, invent their structure, or shape their later evolution into a modern-day phenomenon.

I have tried to avoid writing a “Dummy’s Guide” to index funds, eschewing shunning jargon and exhaustive minutiae of mechanical processes in favor of personal stories and narrative verve. I wanted to write something that would help readers appreciate the remarkable rise of index funds, understand their context in the broader history of investing, and help them see where we are now heading.

The people behind the invention and growth of passive investing—though many of them hate the term, given its slothful connotations—are brilliant and fascinating, and many of them kindly shared extraordinarily liberally of their time. Memories fade and accounts differ, and it has at times been tricky to reconcile them into one clear, accurate narrative. But I hope I have written a book that does justice to the magnitude of the story I wanted to tell.

As we shall see over the following chapters, this is a revolution whose seeds were sown in Belle Époque Paris, first harvested in boho San Francisco, and transformed into a world-conquering invention by Wall Street’s financial engineers. It features a colorful cast of former farmhands turned computer geeks, amateur jazz musicians, former seminarians, fallen academics, avuncular acoustic physicists, a charismatic secretary turned CEO, finance industry titans, and even a brief cameo from the Terminator. They faced enormous hurdles, public lack of interest, and often widespread scorn from the investment world’s haughty mainstream. But what they achieved is nothing short of staggering.
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CHAPTER 2

The Godfather

LEONARD “JIMMIE” SAVAGE, a University of Chicago statistics professor with Coke-bottle glasses and an eclectic, brilliant mind, was rummaging through the university library in 1954 when he made a discovery: a book by a little-known turn-of-the-twentieth-century French mathematician named Louis Bachelier with ideas astonishingly far ahead of their time. Savage sent postcards lauding the work to some of his friends and asked if they had “ever heard of this guy?”1

One of the recipients was Paul Samuelson, a rock-star economist who would go on to become the first American to win a Nobel Prize in the field. Samuelson could not find a copy of the book in MIT’s library, but he did locate Bachelier’s French PhD thesis. That proved enough to whet his interest. He had it quickly translated and spread the word among his economist colleagues, remarking, “Bachelier seems to have had something of a one-track mind. But what a track!”2 Indeed, that innocuous 1954 postcard from Savage would arguably change the arc of financial history.

Seldom in the history of finance has someone so inconsequential in their own time gone on to enjoy such an outsized influence as Louis Jean-Baptiste Alphonse Bachelier. The son of a prosperous but otherwise unremarkable French wine merchant would quietly lay the groundwork for ideas that continue to shape our world—thanks to the idle rummaging of a nearly blind US statistician with uncommon perception and unusual reach in the US economics community.

Bachelier was born in Le Havre in March 1870, at a time of immense political turmoil and intellectual ferment, a Belle Époque that birthed artists, writers, and scientists like Henri Matisse, Émile Zola, and Marie Curie. Yet little in Bachelier’s background hints at the enormous legacy he would leave. Indeed, the relative lack of details on large swaths of his life indicate how little appreciated he was in his own time. Le Havre’s famous seaport made it an international, thriving trading entrepôt, but it remained a largely unremarkable city, distant from the cafés, galleries, and grandes écoles of Paris.

Though the young Bachelier was initially groomed to take over the family wine business, his father was also an amateur scientist who inculcated a love of physics and mathematics in his eldest son. Bachelier was sent to study for his baccalaureate at a secondary school in nearby Caen, the capital of Lower Normandy, from which he graduated in 1888, intent on a career in mathematics. But then tragedy struck.

Bachelier’s father died on January 11, 1889, and just four months afterward his mother also passed away, forcing the eighteen-year-old to abort plans for further study and return home to take over the family business and care for his older sister and three-year-old brother. When Bachelier turned twenty-one he was conscripted into the army.

After a year of military service he finally made it to the Sorbonne, where he studied under the tutelage of mathematical giants such as Henri Poincaré, who supervised his doctorate.3 Bachelier’s grades were unremarkable, but in 1900, shortly after his thirtieth birthday, he successfully defended a doctoral thesis in applied mathematics on “the application of the calculus of probabilities to stock market operations,” likely inspired by a part-time job at the Paris stock exchange while studying at the Sorbonne.4

Embarrassingly, although Poincaré praised it as “very original,” Bachelier’s thesis received only an “honorable” mark, below the “very honorable” grade generally required to gain an academic position. Perhaps it was the subject itself—finance was then considered a grubby field not worthy of serious scientific study—that cost him, with Poincaré noting that “the subject is somewhat remote from those our candidates are in the habit of treating.”

This was a huge blow, and it meant Bachelier had to largely give unpaid lectures on probability mathematics at the Sorbonne and survive on ad hoc scholarships until he was called up to serve in World War I. When he returned he was unable to obtain a full professorship, bouncing between jobs at the universities of Besançon, Dijon, and Rennes. In a confidential note to the rector at Besançon in May 1921, the French director of higher education wrote, “He is not a high flier, and his work is rather peculiar. But he has served well during the war, and we had not been sufficiently fair to him. In effect, he has been placed on trial in your faculty.”5

Most humiliatingly, he was briefly blackballed by the University of Dijon, when the department’s chair—who favored another candidate for an available tenured position—sought to discredit him by sending an out-of-context excerpt of one of Bachelier’s papers to the École Polytechnique in Paris to highlight an apparent error.6 It was only in 1927 that Bachelier finally gained a tenured professorship at the University of Besançon, where he taught until retiring to Brittany a decade later. In 1946, he passed away in relative obscurity.

His work on probability received some attention in mathematical circles, but remained largely unknown until Jimmie Savage—himself a fabled polymath whom the economist Milton Friedman described as “one of the few people I have met whom I would unhesitatingly call a genius”—discovered his work. Savage zealously proselytized its importance to American economists, and ensured that it belatedly received its deserved prominence.

Bachelier’s thesis Theory of Speculation is now widely considered one of the seminal works in the history of finance, the first-ever rigorous, mathematical examination of how financial securities appear to move in unpredictable and random ways. Paul Cootner, a leading scholar of finance in the 1960s, later remarked that “so outstanding is his work that we can say that the study of speculative prices has its moment of glory at its moment of conception.”7

Inspired by his time at the Paris stock exchange, Bachelier attempted to construct a “probability law” for market fluctuations, using mathematics rather than the gut instinct of traders. The paper is inaccessible to lay people, riddled with mathematical formulae and written with the typically academic disregard for literary flair or even comprehensibility outside of a narrow group of industry readers. But the crucial nub was Bachelier’s observation that “contradictory opinions in regard to [market] fluctuations are so divided that at the same instant buyers believe the market is rising and sellers that it is falling … It seems that the market, that is to say, the totality of speculators, must believe at a given instant neither in a price rise nor in a price fall, since, for each quoted price, there are as many buyers as sellers.”

In other words, while a clever buyer might think he may be landing a bargain, a presumably similarly intelligent seller must be assuming he is getting a good price. Otherwise no deal would be struck. Therefore, at any given moment in time financial securities are priced at the level that investors as a whole and on average consider fair. This was a groundbreaking realization.

And that was not all. Bachelier showed that financial securities appeared to follow what scientists call a “stochastic,” or random, movement. The most famous form of random movement was discovered by the Scottish botanist Robert Brown. While examining grains of pollen under a microscope in 1827, Brown saw tiny particles ejected by the pollen that moved around willy-nilly with no discernible pattern, a phenomenon that subsequently became known as Brownian motion.

To better understand the seeming randomness of markets, and to try to estimate the value of financial securities, Bachelier constructed for the first time ever a method to analyze these jittery stochastic movements. He did this a full five years before Albert Einstein independently performed the same in a physics-focused analysis. Today, it is more commonly referred to as a “random walk” similar to that of a drunkard stumbling down a dark road. Markets, by and large, seem to perform the same inebriated wandering that a student might after a particularly heavy day at the university bar.

Although little appreciated in his own time, Bachelier is today considered one of the great academics of the nineteenth century, the father of a field now known as mathematical finance. He might have died in obscurity, but in 2000 his admirers formed the Bachelier Finance Society and started a series of biannual conferences dedicated to mathematical finance.

Moreover, Bachelier’s work laid the groundwork for a theory that helped explain one of the most puzzling aspects of the investment industry—why most professional money managers seemed to do such an abysmal job.

▲

THE ROARING TWENTIES ENDED WITH a bang. On the overcast and chilly fourth Thursday of October 1929, a jittery US stock market suffered a catastrophic collapse. Desperate attempts by leading banks and investment trusts to quell the panic through mass purchases of stocks—a playbook that had helped in previous crises—bought only a temporary respite. Between mid-September and mid-November 1929, the US stock market lost nearly half its value, a calamity that reverberated across the world and ushered in the Great Depression.

The Great Crash of 1929 was one of the first severe blows against the credibility of the nascent industry of professional money managers. During the boom, confidence in the judgment of “investment trust” managers—professional investors who managed big pools of money on behalf of thousands of individual savers—was so high that only annual disclosures of their holdings were required, as more frequent transparency could trigger a speculative frenzy in the stocks they bought. But the crash revealed that many of these emperors of money were naked. As John Kenneth Galbraith noted in his seminal history of the episode, “The mightiest of Americans were, for a brief time, revealed as human beings.”8

In 1940, a former Wall Street stockbroker named Fred Schwed captured the soured view of his industry in a seminal book titled Where Are the Customers’ Yachts?, a phrase that still endures as an acerbic take on how well many investors have done compared with their brokers and financial advisors. Yet the first empirical, rigorous study of just how well professional investors performed came from an unlikely source.

As his generational suffix hints, Alfred Cowles III was born in 1891 into wealth and privilege. His grandfather, the first Alfred, was one of the Chicago Tribune’s founders. His father, Alfred Jr., was a prominent lawyer who later helped run the newspaper. The third Alfred dutifully followed in his father’s footsteps and attended Yale University, before joining the newspaper to be groomed for a senior position.

But then fate intervened and dramatically changed the path young Cowles’s life would take. After he was struck down by tuberculosis at some point in the 1920s, his family sent him to Colorado Springs, where the fresh mountain air, low humidity, and plentiful sunshine were said to help victims recuperate. To keep busy, Cowles began helping his father with the management of the family’s fortune. He subscribed to a mass of investment services and newsletters to help him navigate markets, but to his shock none of them managed to predict the calamity of the 1929 crash nor navigate the aftermath particularly well. Cowles therefore resolved to determine whether stocks really were predictable.9

Cowles analyzed the track records of sixteen financial subscription services; the “Dow Theory” first espoused by Wall Street Journal founder Charles Dow; the two dozen investment publications he had started with; and the public purchases and sales of twenty leading fire insurance companies.10 It was quite the undertaking. He had to detail and measure the performance of 7,500 separate recommendations by the financial services, for a total of 75,000 entries, four years of transaction data by the insurance companies, 255 Wall Street Journal editorials, and 3,300 recommendations by the investment publications.

The result was a 1933 article in Econometrica—a new journal dedicated to mathematical economics funded by Cowles himself—titled “Can Stock Market Forecasters Forecast?” Cowles summed up the results of his study in a terse, brutal three-word abstract: “It is doubtful.”11

Cowles’s calculations indicated that only a minority of prognosticators actually managed to do better than the stock market as a whole, and blind luck might explain those. Even the fire insurance industry—which he noted had “long years of experience and large amounts of capital at its disposal”—did miserably, underperforming the market by an average of 1.2 percent a year over the 1928–31 period. Cowles’s conclusion was damning: “The best of these records, since it is not very much more impressive than the record of the most successful of the sixteen financial services, fails to exhibit definitely the existence of any skill in investment.”12

Compiling all the data and measuring the forecasters’ success was a herculean task, performed on a primitive punch-card computer supplied by a then up-and-coming company called International Business Machines (IBM). A bigger follow-up study in 1944 reviewed 6,904 market forecasts over a period of more than fifteen years. Again, the researchers failed to find any evidence that the stock market could be successfully predicted.13

Understandably, the investment profession failed to appreciate the sunshine Cowles had shone on their prowess. “Of course, I got a lot of complaints,” he later recalled. “Who appointed me to keep track? Also, I had belittled the profession of investment adviser. I used to tell them that it isn’t a profession, and of course, that got them even madder.”14

But that was not the newspaper scion’s only contribution to finance. In 1932, he set up the Cowles Commission for Research in Economics, with the motto “Science is Measurement.” Measurement was his lifelong passion, with his son later revealing that among his


































[image: ]When Ted Seides wrote a letter to Warren Buffett accepting his offer of a bet to pit hedge funds against an index fund, he was delighted when Berkshire Hathaway’s chairman scrawled his positive response and sent it back.
[image: ]The cerebral, philosophy-loving Harry Markowitz is one of the most influential economists of all time. To many admirers, his modern portfolio theory is the genesis of modern finance and underpins much of the academic groundwork behind the invention of index funds.
[image: ]Harry Markowitz’s protégé William Sharpe showed that the entire stock market was the optimal trade-off between risk and reward. His work earned both Sharpe and Markowitz Nobel laureates in economics, and helped pave the way for the birth of the first passive, market-tracking fund.
[image: ]John “Mac” McQuown was a former farmhand and Navy engineer who entered finance with an unusual amount of drive and love for computers. The combination proved vital when he launched the inaugural index fund at Wells Fargo.
[image: ]Onetime jock Gene Fama and his revolutionary efficient-markets hypothesis became synonymous with the University of Chicago and gave the intellectual cover that a bunch of finance industry heretics needed to engineer the first index funds.
[image: ]Dean LeBaron, the gregarious founder of Batterymarch, was not necessarily an efficient-markets believer, but he did think an index fund was a product that would suit a lot of investors, and the idea of engineering something brand new appealed to him.
[image: ]Initially, the merger of Wellington and the Boston-based firm TDP&L looked like the perfect marriage of “whiz kid” money managers with a pedigreed investment house in need of new blood—as this Institutional Investor cover from 1968 showed. But the marriage quickly soured.
[image: ]The Bogle Boys. Vanguard’s founder Jack Bogle always had a young assistant to mentor, and every year all past and present assistants would have a boozy Christmas dinner with their boss. From top left to right: Jeremy Duffield, Jim Riepe, Daniel Butler, Jan Twardowski, Duncan McFarland. From bottom left to right: Jack Brennan, Tim Buckley, Jack Bogle, Jim Norris.
[image: ]When David Booth, Rex Sinquefield, and Larry Klotz teamed up to start Dimensional Fund Advisors and run the next-generation of index funds, they enlisted their mentors John McQuown and Gene Fama to sit on their board. From left to right: McQuown, Klotz, Fama, Booth, Sinquefield.
[image: ]The accelerating index investing phenomenon represented a marriage of academic endeavor and the efforts of finance industry outsiders that were open to new ideas—here exemplified by John McQuown, David Booth, and Wells Fargo advisor and future Nobel laureate Myron Scholes.
[image: ]Fred Grauer (left) groomed Patricia Dunn as his successor but was incensed when she appeared to undercut him in pay negotiations with Barclays, BGI’s parent, and then took over the sole leadership of the company when he left. In the middle is Eric Clothier, a senior BGI executive, who fit the firm’s culture of “nice, bright, and fire in the belly.”
[image: ]Larry Fink was a proverbial “master of the universe” bond trader at First Boston, until he was forced out after his team lost $100 million. He then founded what became BlackRock and built it into the world’s biggest investment group, culminating in its audacious purchase of Barclays Global Investors, the powerhouse of passive investing.
[image: ]In the early days, the investment industry mostly mocked the nascent index investing phenomenon. But once it started to gain traction, mockery turned into attacks—both vitriolic and lighthearted. This tongue-in-cheek poster produced by The Leuthold Group, an investment manager specializing in active management, adorned the offices of some of the early pioneers.
[image: ]Index funds may have been first invented in the early 1970s but only really started gaining in prominence in the 1990s. The last decade has seen rampant growth, with index funds—whether passive mutual funds or exchange-traded funds—gobbling up more and more of the investment industry’s market share.
[image: ]Index funds come in many flavors, from exchange-traded notes that track the price of oil to passive money market funds. Equity index funds are by far the biggest, but bond index funds have been growing quickly in recent years and are expected to take off further in the coming decade.
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Last week, T heard about a challenge you isued at your recent Annual Meeting, and 1 am
eager to take you up on the bet. 1 wholeheartedly agree with your contention that the aggregate
returns to investors in hedge funds will get eaten alive by.the high fees eared by managers. In
fact, were Fred Schwed penning stories today, he likely would tile his work “Where Are the
Customers’ GSs?”

lowever, my wager is that you are both generally correct and specifically incorrect. In
fact, 1am suficiently comfortable that unusually well managed hedge fund portfolios are supeior
to market indexes over time that I will spot you 2 lead by selecting 5 fund of funds rather than 10
hedge funds. You must really be licking your chops!

To be fair, my five picks are not the ordinary fund of funds you might read about in
Barron's. Each has been ained in the discipline of value investing with a long time horizon and
has experience vastly different from the crowd of fee gatherers in the industry. You might call
them “The Superinvestors of Endowmentsville.”

Without diving into detai, the managers of these funds selected o helped select hedge funds at

1am flexible as to what stakes you propose. Twould offer a typical “loser buys dinner at
Gorat’s,” but I hear your going rates for a meal are higher than mine these days (though my wife
and young kids might beg to differ).

Best of luck and 1 look forward to hearing your index selection.

Sincerely,
7Abdy

Ted Seides, CFA
Ditector of Investments, Protégé Partners

P ‘/, . N
protége partners

25 West 531d Street, 15th Floor, New York, NY 10019 phone (212) 764-6300 fox (212) 784-6349
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