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Is the Tail Wagging the Dog? 

Can a growing popularity for index investing actually drive stock prices? Some managers have been known to blame underperformance of their actively managed funds on S&P 500 Index funds. Their arguments go something like this: Money pours into index funds because investors are dissatisfied with the underperformance of their actively managed funds. The index funds “blindly” buy the same few large-cap growth stocks, inflating those stocks’ prices relative to the rest of the market and causing their growing popularity to become a self-fulfilling prophecy. In other words, they accuse the index fund tail of wagging the stock market dog.

To separate fact from fiction, Burton Malkiel and Aleksander Radisich examined this hypothesis in a paper published in the Journal of Portfolio Management.1 They studied the flow of money into index funds and the relative performance of index funds to actively managed funds during the period 1993-1998.  They found that the flow of money into index funds was totally uncorrelated to relative performance. The study concluded that the success of indexing is due to the efficiency of the market, and that the underperformance of active managers is fully explained by the extra costs they incur in their efforts to beat the market. 

Investors should note that the extra costs of active management are not limited to their higher management fees. The hurdles that active managers must overcome to add value also include greater transactions costs (including bid/offer spreads, commissions, and market impact costs) and the drag of cash holdings. (Actively managed funds typically hold a cash reserve while index funds are by definition fully invested, and cash has lower returns than equities over the long term.) For taxable accounts, the greater turnover of actively managed funds also tends to make them less tax efficient.

Malkiel and Radisich did find that adding a company into the index resulted in a short-term positive impact. However, this impact was fully reversed within 12 months. Interestingly, the authors noted that inclusion in the index should actually lower the expected future return. The stock should become more liquid as the number of holders increases (as index funds seek to own the stock) and the stock attracts greater attention in the form of research. The greater liquidity should reduce trading risks and costs, and the greater following should improve information efficiency, which should reduce the perception of risk. Lower risks are expected to translate into lower future returns.   

Further support for the study’s conclusion is a 1998 analysis provided by Melissa Brown, then head of Quantitative Research at Prudential Securities. Brown found that S&P 500 Index funds represented 6.7 percent of all US stocks at the end of 1992, and only 6.1 percent by the end of 1997. During this timeframe, the total return of the S&P 500 Index (price appreciation plus dividends) was 152 percent. These numbers suggest that the gain in the amount of S&P 500 indexed assets was a result of price appreciation, not cash inflow and indicates that the underperformance of active managers was not due to inflows into index funds.2    

The net cash outflow from S&P 500 Index funds that occurred between 1992 and 1997 should not be taken as an indication that investors are decreasing their commitment to passive investing. In fact, we believe the contrary is true. Not all index funds are tied to the S&P 500. In recent years, index funds have been created to replicate the performance of the Russell 2000, the S&P/Barra Value Index, the EAFE Index, and many others. In addition, we have seen explosive growth in the newly created passive investment vehicles known as exchange traded funds (ETFs). As of January 2001, there were already 78 ETFs accounting for about $63 billion of assets.3 When all passive funds are considered, their market share is growing at a rapid pace. 

The bottom line is that active managers will have to find a different excuse for poor and inconsistent performance.
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