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Why I Am An Index Investor

I am an index investor because I invest for the long term and have no idea what the future holds.   I believe that short term movements in stock prices are random and unpredictable.  What defines short term?  I consider all past performance data of less than 5 years as random.   No management skill can be identified using data from such a short time period.   Some studies indicate it may take 20 years of data to mathematically separate management skill from random chance. Choosing funds based on past performance is a fruitless endeavor.  With no way of identifying superior managers in advance, I consider the additional expenses of active management unnecessary. 
I am an index investor because I know that it is almost impossible for any fund manager to outperform his benchmark index for a 15 year period.  History shows that those who succeed will number about 1 in 50.  Unfortunately, history also shows that the chances of repeating this feat the following 15 years are close to zero.  Those few managers who become famous after accomplishing this feat are, unfortunately, unidentifiable in advance.  

I am an index investor because the average turnover ratio of actively managed US equity fund exceeds 100%.   This means that managers are holding individual stocks for less than 1 year, a consequence of using active trading in an attempt to “beat the market.” Frequent trading by a manager increases the shareholders’ costs of ownership, since trading commissions are financed through the internal expenses of the fund.    Figure a 1% increase in annual costs for a 100% turnover ratio.   I’m a long term investor and they’re making short term trades to try to enhance returns.  “Beating the market” will gain notoriety for the manager and draw more money into the fund.  Active trading may be good for him, but is it good for me?  Certainly not if he fails to succeed in outperforming market averages. There’s a big disconnect here.

I am an index investor because after costs, the average actively managed fund underperforms its benchmark index.  This has nothing to do with economics and everything to do with arithmetic.  Follow the logic with me –

· The average mutual fund (actually the average invested dollar, but fund is easier to comprehend) invested in the stock market earns this year’s average return, before costs.
· Index funds earn the market’s average return, before costs.

· Therefore, as a group, all actively managed funds earn the market’s average return, before costs.

· The average actively managed mutual fund must under perform the market by an amount equal to its costs.

· Index funds have lower expenses than comparable actively managed funds. Therefore, they yield to their shareholders a larger net return.  This difference in costs stays in my portfolio and compounds over time.
I am an index investor because I believe that the large stock returns of the 1990s were a once in a lifetime event. Let’s assume a 7-8% return going forward for US equities. The average mutual fund has an expense ratio of 1.5%.   Add another 1% for a 100% turnover ratio and maybe a .25% 12b-1 fee and your total annual costs are 2.75%.  This is an annual expense of $2,750 per $100,000 invested.  You may not “see” or “feel” these deductions from your account balance, but they are there.   
 Assume a 7.5% gross market return and the average actively managed fund will take 37% of your gain (2.75÷7.5).   
Subtract 3 % for inflation and a 7.5% nominal return becomes a 4.5% real (inflation adjusted) return.  That 2.75% fee takes 61% of your real gain.   (2.75÷4.5)   
You take all the market risk and almost 2/3 of your real gain is absorbed by fees.  Or you can look at it this way – the mutual fund company gets 2/3 of the market’s real return and takes no risk.  Management fees are fixed, independent of your return, so they are always paid.  There is a big disconnect here between the interests of many mutual funds and their investors.

I am an index investor because my desire is to capture, as efficiently as possible, the natural growth of the global free market system.  The way to get 99.8% of the market’s return is to buy a no load index fund or exchange traded index fund with an annual expense ratio of .2%.  Today, you can easily find an S&P500 Index Fund with an expense ratio of .10%. 
I am an index investor because life is too short to become a stock market addict.

I am an index investor because becoming a stock market addict will not increase my chances to outperform market averages. If the pros can’t do it, what chance do I really have? In fact, the more I trade, the higher costs that I incur and the lower my returns will be.

I am an index fund investor because the extra money spent annually for active management is money that cannot compound for me in subsequent years.   

I am an index investor because only by owning index funds can I know the precise asset allocation of my portfolio.  Active managers have too much flexibility to chase return by investing in assets that may cause the fund to drift away from its stated asset class.

I am an index investor because I have long ago learned that my broker is not my friend and neither is any mutual fund company. Most recommendations from brokers and mutual fund advertisements are an attempt to sell you last year’s winners.  Only the winners advertise.  Chasing past performance will wear you out emotionally and devastate you financially.  Past performance is no guarantee of future returns.

I am an index fund investor because owning individual stocks brings with it individual company risk.   The probability of holding a portfolio of individual stocks that will go up when the market as a whole is declining is remote.  It’s much better to hold the total market and avoid the risk associated with individual companies.   The market has always bounced back, not so individual stocks.   

I am an index investor because Warren Buffet gave this advice in a February 1997 investment letter to shareholders – “The best way to own common stocks is through an index fund that charges minimal fees.    Those following this path are sure to beat the net results (after fees and expenses) delivered by the great majority of professionals.”

Disclaimer:    The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this article should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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