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T
he M

echanics of Indexing

F
ully indexed fund: A

n index fund attem
pts to replicate a m

arket
index. It is relatively sim

ple to create, once the index to be replicated
has been identified.
1. Identify the index to be replicated. (E

xam
ple: S &

 P 500)
2. E

stim
ate the total m

arket values of equity of all firm
s in that index.

3. C
reate a m

arket-value w
eighted portfolio of stocks in the index.

T
his fund w

ill replicate the index and is self correcting. It w
ill need to

be adjusted only if stocks enter or leave the index.

Sam
pled Index fund: H

ere, you sam
ple an index because the index

contains too m
any stocks like the W

ilshire 5000 or it is too expensive
to index the assets in a fund.
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T
he V

anguard 500 Index F
und

F
igure 13.2: G

row
th of the V

anguard 500 index fund
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T
he C

ase for Indexing

T
he case for indexing is best m

ade by active investors w
ho try to beat

the m
arket and fail.

In the follow
ing pages, w

e w
ill consider w

hether
•

Individual investors w
ho are active investors beat the m

arket

•
Professional m

oney m
anagers beat the m

arket
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Individual Investors

T
he average individual investor does not beat the m

arket, after netting out
trading 

costs. 
B

etw
een 

1991 
and 

1996, 
for 

instance, 
the 

annual 
net 

(of
transactions costs) return on an S&

P 500 index fund w
as 17.8%

 w
hereas the

average investor trading at the brokerage house had a net return of 16.4%
.

T
he m

ore individual investors trade, the low
er their returns tend to be.  In fact,

the returns before transactions costs are accounted for are low
er for m

ore
active traders than they are for less active traders. A

fter transactions costs are
accounted for, the returns to active trading get w

orse.
Pooling the talent and strengths of individual investors into investm

ent clubs
does not result in better returns. B

arber and O
dean exam

ined the perform
ance

of 166 random
ly selected investm

ent clubs that used the discount brokerage
house. B

etw
een 1991 and 1996, these investm

ent clubs had a net annual return
of 14.1%

, underperform
ing the S&

P 500 (17.8%
) and individual investors

(16.4%
).
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P
rofessional M

oney M
anagers

P
rofessional m

oney m
anagers operate as the experts in the field of

investm
ents. T

hey are supposed to be better inform
ed, sm

arter, have
low

er transactions costs and be better investors overall than sm
aller

investors.

Studies of m
utual funds do not seem

 to support the proposition that
professional m

oney m
anagers each excess returns.
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Jensen’s R
esults

F
igure 13.3: M

utual F
und P

erform
ance: 1955-64 - T

he Jensen Study
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T
he sam

e holds true for bond funds as w
ell…
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M
ore F

indings on M
oney M

anagers

T
hese results have been replicated w

ith m
ild variations in the

conclusions. In the studies that are m
ost favorable for professional

m
oney m

anagers, they break even against the m
arket after adjusting

for transactions costs, and in those that are least favorable, they
underpeform

 the m
arket even before adjusting for transactions

costs.
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M
easurem

ent Issue 1: S
ensitivity to R

isk
M

easures

T
he Jensen study used the capital asset pricing m

odel to estim
ate and

correct for risk.

T
he lim

itations of the C
A

PM
 have opened up the question of how

sensitive the conclusions at to different risk and return m
odels.
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1. R
elative to the M

arket
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2. O
ther R

isk M
easures

: T
he Sharpe ratio, w

hich is com
puted by dividing the excess return on

a portfolio by its standard deviation, the T
reynor m

easure, w
hich

divides the excess return by the beta and the appraisal ratio w
hich

divides the alpha from
 the regression by the standard deviation can be

considered close relatives of Jensen’s alpha. S
tudies using all three of

these alternative m
easures conclude that m

utual funds continue to
under perform

 the m
arket.

In a study that exam
ined the sensitivity of the conclusion to alternative

risk and return m
odels, L

ehm
ann and M

odest com
puted the abnorm

al
return earned by m

utual funds using the arbitrage pricing m
odel for

130 m
utual funds from

 1969 to 1982. W
hile the m

agnitude of the
abnorm

al returns earned is sensitive to alternative specifications of the
m

odel, every specification of the m
odel yields negative abnorm

al
returns.
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3. E
xpanded P

roxy M
odels

Studies seem
 to indicate that risk and return m

odel consistently under
estim

ate the expected returns for stocks w
ith low

 price to book ratios,
low

 m
arket capitalization and price m

om
entum

.

In 1997, C
arhart used a four-factor m

odel, including beta, m
arket

capitalization, price to book ratios and price m
om

entum
 as factors, and

concluded that the average m
utual fund still under perform

ed the
m

arket by about 1.80%
 a year. In other w

ords, you cannot blam
e

em
pirical irregularities for the under perform

ance of m
utual funds.
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M
easurem

ent Issue 2: S
urvivor B

ias

O
ne of the lim

itations of m
any studies of m

utual funds is that they use only
m

utual funds that have data available for a sam
ple period and are in existence

at the end of the sam
ple period.  Since the funds that fail are likely to be the

poorest perform
ers, there is likely to be a bias introduced in the returns that w

e
com

pute for funds.

C
arhart exam

ined all equity m
utual funds (including failed funds) from

January 1962 to D
ecem

ber 1995.  O
ver that period, approxim

ately 3.6%
 of the

funds in existence failed each year and they tend to be sm
aller and riskier than

the average fund in the sam
ple. In addition, and this is im

portant for the
survivor bias issue, about 80%

 of the non-surviving funds under perform
 other

m
utual funds in the 5 years preceding their failure. Ignoring them

 as m
any

studies do w
hen com

puting the average annual return from
 holding m

utual
funds results in annual returns being overstated by 0.17%

 w
ith a one-year

sam
ple period to m

ore than 1%
 w

ith 20-year tim
e horizons.
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P
erform

ance by S
ub-categories

M
utual funds adopt a variety of styles. Som

e are value funds w
hile

others are grow
th funds. Som

e buy sm
all-cap stocks w

hereas others
buy large-cap stocks.

M
utual funds also com

e in different sizes. Som
e funds have tens of

billions to invest w
hereas others have only a few

 hundred m
illion to

invest.

M
utual funds can also be dom

estic and foreign, load and no-load…
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1. C
ategorized by S

tyle

F
igure 13.6: P

erform
ance by F

und Style - 1983-1990
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B
ut grow

th investors tend to do better relative
to their indices..

F
igure 13.7: R

eturns on G
row

th and V
alue F

unds
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A
nd funds that invest in sm

all cap stocks do not
do m

uch better than others..

V
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2. E
m

erging M
arket and International F

unds
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3. Load versus N
o-load F

unds
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4. A
nd fund age…

F
igure 13.10: E

xcess R
eturns by F

und A
ge
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5. Institutional versus R
etail F

unds

F
igure 13.11: Institutional versus R

etail F
unds: A

nnualized E
xcess R

eturns
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P
erform

ance C
ontinuity

Fund m
anagers argue that the average is brought dow

n by poor m
oney

m
anagers. T

hey argue that good m
anagers continue to be good

m
anagers w

hereas bad m
anagers drag the average dow

n year after
year.

T
he evidence indicates otherw

ise.
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1. T
ransition P

robabilities

Q
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2. T
he V

alue of R
ankings
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T
hough there is som

e evidence of hot hands..

F
igure 13.13: R

eturns on top-ranked funds: 1973- 1991
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W
hy active m

oney m
anagers fail…

H
igh T

ransactions C
osts

H
igh T

axes

T
oo m

uch activity

Failure to stay fully invested in equities

B
ehavioral factors
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1. H
igh T

ransactions C
osts
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T
rading C

osts and R
eturns

-6.00%

-4.00%

-2.00%

0.00%

2.00%

4.00%

6.00%

8.00%

10.00%

12.00%

14.00%

16.00%

1 (L
ow

est)
2

3
4

5 (H
ighest)

T
otal C

ost C
ategory

F
igure 13.16: T

rading C
osts and R

eturns: M
utual F

unds

T
otal R

eturn
E

xcess R
eturn



A
sw

ath D
am

odaran
30

2. H
igh T

ax B
urdens
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unds

Pre-tax return
A

fter-tax return



A
sw

ath D
am

odaran
31

3. T
oo M

uch A
ctivity
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4. F
ailure to stay fully invested
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A
nd staying in cash too long..
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5. B
ehavioral F

actors

L
ack of consistency: B

row
n and V

an H
arlow

 exam
ined several

thousand m
utual funds from

 1991 to 2000 and categorized them
 based

upon style consistency. T
hey noted that funds that sw

itch styles had
m

uch higher expense ratios and m
uch low

er returns than funds that
m

aintain m
ore consistent styles.

H
erd B

ehavior: O
ne of the striking aspects of institutional investing is

the degree to w
hich institutions tend to buy or sell the sam

e
investm

ents at the sam
e tim

e.

W
indow

 D
ressing: It is a w

ell docum
ented fact that portfolio m

anagers
try to rearrange their portfolios just prior to reporting dates, selling
their losers and buying w

inners (after the fact). O
’N

eal, in a paper in
2001, presents evidence that w

indow
 dressing is m

ost prevalent in
D

ecem
ber and that it does im

pose a significant cost on m
utual funds.
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A
lternatives to Indexing

E
xchange T

raded Funds such as SPD
R

s provide investors w
ith a w

ay
of replicating the index at low

 cost, w
hile preserving liquidity.

Index Futures and O
ptions

E
nhanced Index Funds that attem

pt to deliver the low
 costs of index

funds w
ith slightly higher returns.
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E
xchange T

raded F
unds…

1993
1994

1995
1996

1997
1998

1993-98

S
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D
R
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S
 &

 P 500
9.19%
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33.40%

28.57%
22.17%

S
hortfall

-0.27%
-0.17%
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-0.28%
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M
echanics of E

nhanced Index F
unds…

In 
synthetic 

enhancem
ent 

strategies, 
you 

build 
on 

the 
derivatives

strategies that w
e described in the last section. U

sing the w
hole range

of derivatives – futures, options and sw
aps- that m

ay be available at
any tim

e on an index, you look for m
ispricing that you can use to

replicate the index and generate additional returns.

In stock-based enhancem
ent strategies, you adopt a m

ore conventional
active strategy using either stock selection or allocation to generate the
excess returns.

In  quantitative enhancem
ent strategies, you use the m

ean-variance
fram

ew
ork 

that 
is 

the 
foundation 

of 
m

odern 
portfolio 

theory 
to

determ
ine the optim

al portfolio in term
s of the trade-off betw

een risk
and return.
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E
nhanced Index F

unds…
 T

he R
eturns

P
rom

ise..
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E
nhanced Index F

unds…
T

he R
isk
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T
he C

hoices

Put all of your w
ealth in active m

oney m
anagem

ent, if you believe that
the payoff exceeds the costs.

Put all of your m
oney in index funds, if you believe that the reverse is

true.

A
llocate your funds betw

een passive and active investm
ent, if you are

not quite sure.
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C
onclusion

T
here is substantial evidence of irregularities in m

arket behavior,
related to system

atic factors such as size, price-earnings ratios and
price book value ratios.
W

hile these irregularities m
ay be inefficiencies, there is also the

sobering evidence that professional m
oney m

anagers, w
ho are in a

position to exploit these inefficiencies, have a very difficult tim
e

consistently beating financial m
arkets.

R
ead together, the persistence of the irregularities and the inability of

m
oney m

anagers to beat the m
arket is testim

ony to the gap betw
een

em
pirical tests on paper and real w

orld m
oney m

anagem
ent in

som
e cases, and the failure of the m

odels of risk and return
 in

others.
T

he perform
ance of active m

oney m
anagers provides the best evidence

yet that indexing m
ay be the best strategy for m

any investors.


