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In Q1 2020, the global economy was battered by the swift and exogenous forces of COVID-19. The virus’ 
indiscriminate sweep has sent global indices swinging to records lows and back, already-declining oil prices 
into a death spiral, and central banks scrambling to shore up liquidity through broad monetary policy, 
asset purchases, and stabilization programs. It is a supply shock-turned-demand shock that challenges 
the long-term viability of businesses in every consumer-driven sector from energy to retail to travel & 
leisure. At the time of publication, recovery remains unclear and the rising toll on human lives and societal 
well-being cannot be underestimated. 

But chaos of this magnitude does beget systemic change - both positive and negative. While recognizing 
the fundamental tragedy in this crisis, we at SumZero are optimistic in the future of active investing and 
the professional buyside community we represent. 

For the last decade, the majority of index-tracking funds have outperformed and out-capitalized their 
active peers. Fueled by an extraordinary bull market following the 2008 crisis during which the S&P 500 
surged over 400%, index funds posed an existential threat to active strategies and offered a low-fee 
alternative promising steady returns. Yet, heavy capital flows into index funds also foretold a major 
correction and inflated valuations of large cap index components like Apple and Microsoft began to show 
signs of a bubble. 

Enter COVID-19 and the incredible fallout we are beginning to witness. We believe that current market 
conditions present a rare opportunity for the shrewd active manager to discover price anomalies and 
unprecedented returns potential. SumZero members make their living applying a clinical lens to market-
moving events and rooting out hidden value in misunderstood businesses. From this intellectual 
standpoint, the COVID-19 pandemic offers one of the purest case studies of an event-driven bear market 
the industry has ever seen. There will be singular winners and losers on the path to economic recovery 
and an active manager with deep sector expertise and strategic discipline is best positioned to place 
those bets. All things considered, the pandemic resets the stage for true stock-pickers to succeed. 

Using the Shallow Market Hypothesis put forth by Cambiar Investors, we will situate today’s volatility in its 
structural context and summarize the unique advantages of active investing in turbulent markets. Finally, 
we will share insights and commentary directly from our manager community on navigating these waters 
and what they see on the horizon. 
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The Shallow Market Hypothesis and Its 
Implications
In a May 2019 whitepaper, Cambiar Investors’ 
Brian M. Barish introduced his corollary to the 
Efficient Market Hypothesis (EMH) called the 
Shallow Market Hypothesis (SMH). 

The EMH essentially negates the purpose of active 
management by claiming that markets always 
reflect full available information on a stock’s value 
and no level of fundamental or technical analysis can 
produce excess returns. With no possibility of 
beating the market, there is no need to hunt for 
dislocations and value distortions. The investing 
community as a whole is rational and individual 
agents update expectations rationally when 
presented with new information. This theory solidly 
supports the utility of passive index funds.  

Morningstar’s findings in their June 2019 report on 
active vs. passive fund performance provided 
another beam of support in the EMH theoretical 
framework. After comparing active funds across 
categories and a related composite of ETFs and 
index funds over 10 years (2009-2019), only 23% of 
active managers outperformed their passive 
counterparts. 

The Shallow Market Hypothesis, however, forms a 
much more nuanced depiction of today’s market, 
one which accounts for the increasing scarcity of 
active managers, behavioral biases, and more 
frequent bouts of unexpected volatility. 

As active managers are crowded out of the industry 
by passive vehicles, price discovery and liquidity 
become even more volatile when large index fund 
investors trade in and out of substantial positions 
with less intentionality. “Given the sheer size of 
indexed funds,” Barish says, “traditional investors 
are, in effect, dragged along by index flows and 
which stocks of theirs belong to the sector ETF that 
may be used to gain or hedge an exposure.” 

In a thinner market driven by index funds, active 
investors contend with the distortions created by 
algorithmic basket trading at scale. Beyond typical 
price fluctuations, today’s active managers face a 
new layer of risk: the growing presence of irrational 
agents. Index funds lack specific convictions on the 
stocks they hold, deferring instead to the indices 
they mirror.  

In his January 2016 letter to investors, Bill Ackman 
expanded on the self-destructive nature of index 
funds. Bound by market cap-weighted allocation 
policies, index funds necessarily buy more of their 
most popular components as stock prices rise. For 
example, it is notable that Apple returned 86% in 
2019 as the largest company in the world by market 
cap and the largest holding of both the SPY and 
Invesco’s Nasdaq-100 ETF (QQQ). Ackman claims, 
“[index funds] are inherently momentum 
investors...magnifying the risk of overvaluation of 
the index components.” Eventually, overvaluation 
will degrade long-term rates of return and trigger 
a retreat from index funds. Until then, asset values 
are consistently distorted by these strategies. 

With a herd of passive funds hugging the index, the 
shallow market is also highly vulnerable to frequent 
sell-offs triggered by any number of exogenous 
events. There have been 12 distinct sell-of events in 
the S&P between 2009-2019 compared to 5 such 
events between 1983 and 2000. In response, active 
managers today are forced to hold more cash and 
brace for impact. 

The silver lining: “Adhered to correctly, the waves of 
passive correlations and volatility dislocations lead 
to inefficient price discovery, aka ‘bargains’, that 
provide the fuel for positive alpha in the first place.” 
In short, this market environment still presents 
opportunities but the game has changed and the 
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risks create a treacherous path forward for the 
average manager.   

As we find ourselves in an ongoing event-driven 
bear market, the need for steely optimism and 
nimble portfolio management is more critical than 
ever. The market is awash with potential bargains. 
The question is - which active managers will thread 
the needle and stay alive?

The Unique Advantages of Active Investing 

It is a well-documented investing axiom that the 
best time to invest is “when things go from 
horrible to less horrible.” As the realities of Q2 
forecasts begin to set in and the market rally 
associated with the first stimulus bill fades, 
investors may begin opportunity-shopping and 
probably already have. YTD activity on SumZero 
seems to support this notion. 

Tracking SumZero research submissions across 
several key milestones in the virus’ development, we 
have seen a steep uptick in “coronavirus”, “COVID” 
or “COVID-19” mentions since the first reported 
casualty in China on January 9, 2020. Most 
frequently, these mentions appear in the author’s 
discussion on risks and/or catalysts. Out of the 143 
total ideas on SumZero which explicitly mention 
these search terms, 93% are directionally long and 
25% covered consumer discretionary names with 
TMT, healthcare, and financials close behind. 

As for the timeline of COVID-related coverage from 
SumZero members, only 1 report explicitly 
mentioned the virus before February 2, when US 
citizens returning from Hubei province were first 
quarantined. By February 24, when Reuters reported 
on the rapid spread of the virus outside China, there 
were another 7 reports citing coronavirus concerns. 
Leading up the March 9 market crash, we saw 
another 16 related reports hit the site and in the two 
months since March 9, we have collected over 110 
research pieces with direct mentions of COVID-19 
impacts in their analysis.  

There is no exact science to investing in this climate, 
but one can reasonably assume that managers who 
employ a disciplined mindset, resist panic selling 

and emotional impulses, and draw on expertise to 
make decisions will come out on top.  

Active managers stand out for their ability to 
identify niche opportunities through deep research, 
proactively manage risk, and tailor the portfolio to 
meet their client’s needs. In a rapidly changing 
environment, it makes sense to invest selectively 
and opportunistically.

Gauging the Emergent Opportunity Set 

The discerning eye of an active manager is 
particularly suited to multi-dimensional volatility. 
Those managers adept at spotting linkages and 
vulnerabilities in global supply chains and 
predicting reactionary consumer behavior 
maintain a significant edge against index funds. 
“Being active lets you focus on capturing the 
habits of the consumer, irrespective of how 
they’re represented in the index,” said Kunal 
Ghosh, a PM at Allianz Global Investors in a recent 
interview. 

Actively managed portfolios allow for a level of 
intellectual design and human instinct that is just 
not available in passive strategies. It is the choice 
between placing trust in a market guided by its own 
structural deficiencies and blindspots versus an 
individual guided by cognitive bias as well as 
experience, skill, and fiduciary responsibility to the 
client. 

We asked members of our Cap Intro community to 
share their thoughts on hunting for opportunities in 
this market. 

From Siamac Kamalie at Skycatcher: “We took 
advantage of the global sell-off and sized up our 
current positions which are all fundamentally doing 
well in this environment...Now that we are fully 
vested, nearly 80% of our portfolio is dedicated to 
our ‘super-theme’ of identifying longevity in video 
games.” 

According to Derren Geiger at Cornerstone: 
“Cornerstone is closely monitoring the rapidly 
evolving oil market, searching for trading 
opportunities in which to take advantage of any 
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OPEC/Russia/U.S. agreement. Furthermore, a wave 
of mineral/royalty assets will be coming to market 
throughout the remainder of the year, as all but the 
most financially viable E&Ps try to remain solvent, 
and Cornerstone has the rare opportunity to acquire 
assets at quite possibly the best entry point in nearly 
20 years.” 

In a highly unpredictable environment, it is also likely 
that allocators will look to active investors for an 
additional layer of due diligence on individual 
companies.  

Protecting the Downside  

Secondly, the protective risk measures employed 
by hedge funds are designed to avoid the full 
force of market shocks. Index funds completely 
exposed to the S&P 500, like State Street’s SPY 
ETF, would have absorbed the full 20% loss in the 
first quarter of 2020. Over the same period, hedge 
funds strategies across all categories only notched 
10.38% losses on average according to a Preqin 
study.  

Managers who noticed the rumblings of a global 
pandemic built up cash reserves and selectively 
shed holdings in at-risk sectors like airlines or 
financials.  

On this topic, one of our Cap Intro managers, Dan 
Roller at Maran Capital shared the following: "We 
went to 50% cash by 2/29 given the risks we saw 
(should have made that 100% in retrospect). This has 
enabled us to remain calm, and I feel we are well 
positioned to take advantage of opportunities as we 

move through this crisis. With the Russell 2000 
down 37% YTD, and many stocks down 50-90%, we 
are starting to get excited about the opportunity 
set.” 

From Mark Walker at Tollymore Partners: “Capacity 
constraints are an important safeguard against 
permanent capital erosion; they facilitate the ability 
to exploit mispricings and safeguard against being a 
bystander, a costly but common sin of many 
investment managers.” 

From Michael Vance at Tenma Ltd: “I believe there is 
a distinct possibility that the market reaches a new 
bottom in Q2 when economic news is fully 
comprehended. Tenma is buying cautiously and 
keeping on hedges despite bull run from bottom.”  

Reflected in these manager statements is a healthy 
dose of caution mixed with hope. Against the 
backdrop of the 2008 crisis and incredible 
rebound for hedge funds in 2009, many believe 
there is cause for measured optimism in a 
powerful post-COVID market rally.

Looking Ahead 

Rather than offer predictions on the pandemic 
itself and economic recovery, we choose to focus 
on the runway for active managers to reclaim 
their prominence in the alternative investment 
landscape and realize historic returns. 

Active managers will suffer some level of loss in the 
near future - that is close to guaranteed. Even so, we 
strongly believe that extraordinary turbulence will 
showcase the unique advantages of active 
management and boost capital inflows to active 
funds once the dust settles. The challenge for active 
investors now is to embrace uncertainty, 
communicate openly and often, and approach the 
markets with creativity and perspective.

 Avery Pagán 
Business Development 

SumZero Inc.  
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SumZero Cap Intro is a passive, reverse-solicitation platform that connects eligible funds with pre-qualified 
institutional LPs for the mutual purpose of capital allocation. Cap Intro is available on an opt-in basis to all 
hedge funds, private equity funds, and other asset managers that are actively fundraising.  

Using Cap Intro, fund managers leverage direct exposure to a community of over 500 pre-vetted institutional 
investors by presenting their strategy and performance via a self-curated fund profile. In turn, allocators use 
these profiles to discover, screen, and initiate direct conversations with funds. Since 2015, Cap Intro has 
catalyzed hundreds of inbound inquiries, resulting over $400M in capital allocations to member funds.

SumZero is the world's largest community of investment professionals working with the industry’s most 
prominent hedge funds, mutual funds and private equity funds.  With more than 16,000 pre-screened 
professionals collaborating on  a fully transparent platform, SumZero provides direct access to thousands 
of proprietary investment reports every year and fosters on-going communication within the network.   

The research on SumZero cuts through the noise that pervades the industry and provides its community 
with in-depth, actionable investment research and data. SumZero offers several ancillary services in 
support of our research platform.  These services include capital introduction, buy-side career placement, 
media placement and more. 
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