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The Midwit fallacy is a popular meme. The idea is that many problems have simple solutions. The Genius 
uses immense brainpower to find it. The Simpleton defaults to the simple solution because he / she 
doesn’t know any better. Both the genius and the simpleton land on the correct answer, from different 
angles. Meanwhile the Midwit, representing the fat part of the bell curve, falls prey to the illusion that 
the simple answer must be wrong, and therefore comes up with the complex, sophisticated, and wrong 
solution, despite the simple answer being the correct one. 
 
An example, as pointed out on the blog MD&A in an 8/13/22 posting (link below), is the solution to US 
housing affordability. The Simpleton says, “Build more houses”. The Genius comes to the same 
conclusion. But the Midwit comes up with an argument such as, “High prices are caused by foreigners 
and speculators holding properties vacant, and by Airbnb and greedy developers. Therefore, tax vacant 
units, restrict Airbnb, and require developers to only build affordable housing.”  While the factors the 
Midwit cites are impactful, the laws of supply and demand tell you that, yes, building more houses – any 
houses - would most likely solve the problem. 
 
The Midwit fallacy plagues the investment world. Take the indexing argument. Indexing helps solve 
problems investors face – the ability (or lack thereof) to discern the better value among a set of choices; 
the higher return hurdle imposed by paying additional fees; and the increased tax inefficiency often 
inherent in an active investment strategy. One of the four tenets which underpin the twin goals we 
employ as stewards of family investment capital (avoid permanent loss of your capital and grow your 
purchasing power) is to keep costs and taxes low. These are two elements within an investor’s control. 
One cannot control what the market does or what the Federal Reserve chooses to do. But an investor 
can control for costs and taxes, and indexing improves that control. 
 
Further, indexing offers the average return. While average may seem unattractive (who shouts, “I want 
average”, in a world obsessed with optimization, right?), the average return on stocks has been good 
enough for most investors. Consider the price return of the S&P 500 has compounded at a rate of 7.3% 
per year over the last 20 years (as of 10/24, source: Bloomberg). And you get the dividends too. A 7.3% 
annual return, plus dividends, means your investment capital doubles roughly every 10 years. So, over a 
20-year period $100, remaining invested, grows to ~$400. And think about what has occurred over the 
last 20 years - two American wars, a housing crisis, a near meltdown of the financial system, a Euro 
crisis, Brexit, a pandemic, oil prices fetching less than $0 per barrel, oil prices fetching more than $100 
per barrel, and the current tenuous states of politics and capital markets. 
 
Of course, past performance is not indicative of what the future holds, and we can’t be sure what 
investment returns will look like over the next 20 years. But the odds are that investors will earn at least 
a satisfactory long-term return by simply investing in a low cost, tax efficient manner such as indexing. 
 



 

 

 

We are not immune to the Midwit problem. Despite favoring simple, efficient solutions, we at times 
have been lured by attractive and smart sounding complexity. Our worst example was a decision, prior 
to the financial crisis in 2008, to invest capital in derivatives linked to the return of hedge funds.  The 
pitch sounded good – low volatility of the underlying hedge fund returns would allow an investor to earn 
excess returns through derivatives. The hypothetical returns “showed” little risk of loss. So, rather than 
take the simple route – invest directly in assets we can understand and if market prices dip, we can 
choose to hang on to those assets and wait for recovery – we instead chose to invest a small portion of 
select client capital into the hedge fund linked derivatives. Shortly thereafter, the financial crisis spun 
into existence, asset prices took a precipitous fall, the derivative prices unhinged from their underlying 
assets, and we lost permanent capital on behalf of clients. Midwit thinking on our part. 
 
This is not to say all complexity is bad, whether investing or otherwise. Much as any person prefers a 
simple homeopathic solution to brain cancer, it’s probably in the afflicted’s best interest to undergo 
neurosurgery. But too often we believe people fall for the fallacy that just because something is simple it 
must not be optimal.  Ourselves included. So, we guard against this. And in our work on behalf of clients, 
we seek simplicity. We won’t always arrive at the right answer. But remaining aware of what we don’t 
know, and of the risks of defaulting to complexity, we think improves overall outcomes. 
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This illustration in this piece is hypothetical and shown for illustrative purposes only. The illustration is not intended to predict the returns of 
any particular investment, which will fluctuate with market conditions. Actual results may differ from those depicted in the illustration. The 
Burbank Hafeli Group at Morgan Stanley Private Wealth Management is focused on serving the investment and financial planning needs of the 
founders of food, beverage, and consumer products companies and private equity and investment banking professionals. 
 
Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors or Private Wealth Advisors do not 
provide tax or legal advice. Clients should consult their tax advisor for matters involving taxation and tax planning and their attorney for matters 
involving trust and estate planning and other legal matters. 
 
Asset allocation, diversification and rebalancing do not assure a profit or protect against loss. There may be a potential tax implication with a 
rebalancing strategy. Please consult your tax advisor before implementing such a strategy. 
 
The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its 
affiliates. All opinions are subject to change without notice. Neither the information provided, nor any opinion expressed constitutes a 
solicitation for the purchase or sale of any security. Past performance is no guarantee of future results. 
 
This material does not provide individually tailored investment advice. It has been prepared without regard to the individual financial 
circumstances and objectives of persons who receive it. The strategies and/or investments discussed in this material may not be appropriate for 
all investors. Morgan Stanley Wealth Management recommends that investors independently evaluate particular investments and strategies 
and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a particular investment or strategy will depend on an 
investor’s individual circumstances and objectives. 
 
Any type of continuous or periodic investment plan does not assure a profit and does not protect against loss in declining markets. Since such a 
plan involves continuous investment in securities regardless of fluctuating price levels of such securities, the investor should consider his 
financial ability to continue his purchases through periods of low-price levels. 
 
S&P 500 Index is an unmanaged, market value-weighted index of 500 stocks generally representative of the broad stock market. An investment 
cannot be made directly in a market index. 
 
Bonds rated below investment grade may have speculative characteristics and present significant risks beyond those of other securities, 
including greater credit risk and price volatility in the secondary market. Investors should be careful to consider these risks alongside their 
individual circumstances, objectives, and risk tolerance before investing in high-yield bonds. High yield bonds should comprise only a limited 
portion of a balanced portfolio. 
 
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a bond's maturity, the more sensitive it is 
to this risk. Bonds may also be subject to call risk, which is the risk that the issuer will redeem the debt at its option, fully or partially, before the 
scheduled maturity date. The market value of debt instruments may fluctuate, and proceeds from sales prior to maturity may be more or less 
than the amount originally invested or the maturity value due to changes in market conditions or changes in the credit quality of the issuer. 
 
Bonds are subject to the credit risk of the issuer. This is the risk that the issuer might be unable to make interest and/or principal payments on a 
timely basis. Bonds are also subject to reinvestment risk, which is the risk that principal and/or interest payments from a given investment may 
be reinvested at a lower interest rate. 
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