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Awakenings

Dissatisfied with the poor and inconsistent results of “active” managers (who attempt to outperform the market via stock selection and market timing), institutional investors have been a driving force behind the development of index funds and other passive investment vehicles that are designed to capture market returns in a structured and cost-effective manner. In a case of “build it and they will come,”  (begin investing passively, and improved passive investment vehicles will be made available), institutional investors began to move assets to passive strategies as early as the 1970s. Although no precise measurement exists, it has been estimated that perhaps as much as 40 percent of institutional dollars is passively invested today. 

Recent trends have been encouraging, but individual investors have taken even longer to move to passive investing. For example, Vanguard (by far the largest provider of retail-oriented passively managed funds) took eleven years (1976-1987) to attract its first billion dollars to its S&P 500 Index fund. In 1990 just 14 percent of new cash flow from retail money went to indexing, bringing the percentage of retail dollars invested in index funds to just over 2 percent of all dollars. By 1997 the new cash flow percentage had grown to 19 percent. Even that increase left the percentage of total retail investments in indexing short of 8 percent. But the trend was accelerating. In 1998, the percentage of new cash flows into passive vehicles (index funds; passive asset class funds; and exchange traded funds, or ETFs) rose to 30 percent. In 1999 it rose again to 39 percent. After a brief dip in 2000 to 25 percent, it rose again in 2001 to 42 percent.1 

Perhaps the severe bear market of 2002 served as a catalyst but, whatever the reason, the persistent yet gradual movement of individual investors to a passive investment approach increased precipitously after 2001. The percentage of new cash flows into passively invested retail funds jumped from 42 percent in 1991 to 117 percent in 2002. The logic of a figure higher than 100 percent moving into passive investing from somewhere indicates this is the first year during which there was a net outflow from active and into passive investing. The trend continued during the first four months of 2003 with more than 131 percent of new money going to passive strategies.2
Thus many individual and institutional investors alike seem to have awakened to the fact that passive management offers a prudent technique for building a disciplined portfolio based on long-term objectives rather than on chasing yesterday’s hot returns. Yet the percentage of total mutual fund assets that are held in passive funds is still just over 15 percent. This means that most individual investors are still playing the game that Wall Street wants and needs them to play, because that is how it (not investors) generates the most profits for itself. 

Active management remains tempting to many because it extends the hope for outperformance via accurately identification of the next big winning investment. Yes, a few investors are going to “get lucky” and outperform. But the evidence has clearly demonstrated that the vast majority of investors playing that game not only underperform, but that the average size of their underperformance is far greater than the margin of victory achieved by the few who succeed. For example, a study published in the Summer 2000 Journal of Portfolio Management investigated the following:3
· The pre- and after-tax efficiency of actively managed funds
· The likelihood of pre- and after-tax outperformance 
· The relative size of outperformance versus the relative size of underperformance  
The study covered the 20-year period 1979-1998 and included all funds with more than $100 million in assets. Here is a summary of its findings:

· On a pre-tax basis, just 22 percent of the funds beat their benchmark. The average outperformance was 1.4 percent, and the average underperformance was 2.6 percent. 

· On an after-tax basis, just 14 percent of the funds outperformed. The average after-tax outperformance was just 1.3 percent, while the average after-tax underperformance was 3.2 percent. The risk-adjusted odds against outperformance were about seventeen to one.

· The average fund underperformed its benchmark by 1.8 percent per annum before taxes, and by 2.6 percent after taxes. 

The story is actually worse than it appears above, because the data contained what is known as survivorship bias. For example, for the full 20-year period, the average fund underperformed its benchmark by 2.6 percent on an after-tax basis. However, 33 funds disappeared during the time frame covered by the study. When we adjust for survivorship bias, the underperformance increases to 2.8 percent. Thus, the risk-adjusted odds of outperformance were even lower than the dismal figures presented above. One more point on survivorship bias: Since the study only covered funds with more than $100 million in assets, it is likely that the survivorship bias is understated. Funds that have successful track records tend to attract assets. Funds with poor records tend to lose assets or are “put to death,” never reaching the $100 million threshold of the study. So it seems logical to conclude that if the study covered all funds, instead of just those with assets over $100 million, the survivorship bias would likely have been even greater. We do know that far more than 33 funds disappeared during the period covered. 

In addition, various studies have found that individuals investing in mutual funds tend to personally underperform the very funds in which they invest. For example, data has shown that investors are overconfident of their stock-picking skills. They believe that somehow they can accomplish what the vast majority of professionals have failed to do with any persistence — identify mispriced securities that have been undervalued by the market. Professors Terrance Odean and Brad Barber found that individual investors trading stocks significantly underperformed the market, and the more confident they were of their skills (as indicated by the level of their trading activity), the worse they performed.4 

The good news is that today’s investors are growing increasingly aware of what the American Law Institute recognized back in 1992 when it rewrote the Prudent Investor Rule. Following is a brief paraphrasing of what they had to say:

· Economic evidence shows that the major capital markets of this country are highly efficient, in the sense that available information is rapidly digested and reflected in market prices. 

· Fiduciaries and other investors are confronted with potent evidence that the application of expertise, investigation, and diligence in efforts to “beat the market” ordinarily promises little or no payoff, or even a negative payoff after taking account of research and transaction costs. 

· Empirical research supporting the theory of efficient markets reveals that, in such markets, skilled professionals have rarely been able to identify under-priced securities with any regularity.

· Evidence shows that there is little correlation between fund managers’ earlier successes and their ability to produce above-market returns in subsequent periods. 

The Uniform Prudent Investor Act, currently incorporated into legislation in the vast majority of states, sets forth standards that govern the investment activities of trustees. It adopts Modern Portfolio Theory (which is inherent to a passive investment strategy) as the standard by which fiduciaries invest funds. Individual investors still playing the active management game should be asking themselves, “Do I want to invest in a way that has been recognized as prudent by the American Law Institute? Or would I rather try, with historical evidence against me, to beat the market through an active management strategy?” 

1
Data on mutual fund flows for the years 2001–2003 is from the Investment Company Institute. For all prior years it is Strategic Insight. The data does not include international funds; it covers domestic funds only.
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