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A n interesting debate continues on Wall St re e t .

The debate centers on the question: Do highly

trained, well-paid, professional money man-

agers earn their keep? Said another way, do the tradi-

tional, “a c t i ve” money management techniques used by

most managers actually add va l u e ? This question is ve ry

i m p o rtant because the answer has far reaching implica-

tions for both individual and institutional investors. 

T h e re are basically two fundamental investment strate-

gies available to investors. On Wall St reet they are re f e r red to

as “Ac t i ve” and “In d e xe d” strategies. Eve ry investor should

learn the difference between these strategies and make an

informed decision as to which one to pursue. An ove r-

whelming body of re s e a rch emphasizes that this decision is

one of paramount importance for the long-term inve s t o r.

Traditional or active investment management strategies

seek to outperform the market by using “m a rket timing”

and “security selection” techniques. Classic market timing

i n vo l ves moving investment dollars in and out of the mar-

ket so as to be fully invested during rising markets and out

of the markets when prices are falling. Another form of

m a rket timing invo l ves shifting investment dollars out of

industries expected to perform poorly and into industries

expected to outperform the overall market. The second

technique, security selection, is sometimes called “s t o c k

picking.” Using their allegedly superior knowledge and

re s e a rch, active managers select stocks they hope will per-

form better than the market as a whole.

In d e xed and related passive investment management

strategies, on the other hand, assume that markets are gen-

erally efficient. In other words, indexed strategies re c o g-

n i ze that financial markets discover and distribute finan-

cial information so quickly that it is impossible, over the

long run, for active managers to consistently outperf o r m

the overall market. Computers, the Internet, the media,

analysts and advanced telecommunications ensure that

stock prices reflect all publicly available information

almost instantaneously. Proponents of indexed strategies

contend that market efficiency makes it impossible for

a c t i ve managers, who attempt to exploit market inefficien-

cies, to justify their higher management costs. Instead of

attempting to pick superior stocks or trying to pre d i c t

when to be in or out of the market, indexed strategies buy

and hold all or most of the stocks in a target index.

The purpose of this position paper is to explore the dif-

f e rences between active and indexed investment strategies

and to present related evidence and re s e a rch compiled by

both the academic and professional community. Our pur-

pose in presenting this re s e a rch is to provide you with

enough information to make a fully informed decision

re g a rding your long-term investment strategy.

Active vs. Indexed
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Active Investment Strategies 
Attempt to “Beat the Market”

A c t i ve investment managers, brokers, mutual fund

managers, and day traders allege that they have

the ability to “beat the market.” They believe

their talent, training, education, and re s e a rch capabilities

enable them to pick superior investments. For example, an

a c t i ve manager, who specializes in U.S. large company

stocks, would contend that he can consistently earn a

higher rate of return than an indexed investor who simply

buys and holds a diversified portfolio of U.S. large com-

pany stocks.

The illustration on the opposite page depicts the active

i n vestment management process. It also identifies the par-

ties who benefit from the buy/sell cycle that is associated

with active strategies. The active manager or broker begins

the process by screening the universe of 10,0941 p u b l i c l y

traded stocks. The manager then attempts to identify and

p u rchase only the “g o o d” stocks. He believes these “g o o d”

stocks are underpriced by the market, and there f o re have

potential for abnormally high appreciation. In other cases,

the active manager may feel that while a stock may be

e x p e n s i ve, it will go up even further in the near term.

Once purchased, the manager routinely re v i ews these

“g o o d” stocks and sells those he thinks have gone “bad.”

Wall St reet refers to this commission-generous buy/sell

c ycle as p o rtfolio turn ove r.

The typical active U.S. stock fund manager turns ove r

(buys and sells) 120% 2 of his clients’ portfolio holdings

each ye a r. Even ve ry conserva t i ve managers generally buy

and sell at least 10-25% of their clients’ portfolio holdings

a n n u a l l y. Aggre s s i ve managers, in comparison often have

p o rtfolio turnover that exceeds 200%.

Many parties other than the investor benefit from this

p o rtfolio turnove r. For example, investors often pay re t a i l

b rokers or commissioned financial planners a 5-6% 3 s a l e s

commission (load) when they purchase actively managed

mutual funds. In addition, retail investors pay fees to port-

folio managers (i.e. mutual fund groups) that range fro m

0.7% to 3.1% 4 a n n u a l l y. On average, these “e x p e n s e

r a t i o s” are more than 1.6% 4 per ye a r. Sa d l y, these annual

expenses do not even include “additional,” hidden trading

costs such as the bid/ask spread paid to traders and com-

missions paid to the Wall St reet bro k e r. These expenses

often cost an additional 1% or more per ye a r. The buy and

sell cycle propagated by the portfolio managers also invites

u n n e c e s s a ry participation by the IRS, to whom inve s t o r s

end up paying tax on capital gains that could have been

d e f e r red. 
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Portfolio Turnover Averages 120%2 and varies from 14% to 263%2 9 A n n u a l l y

Annual Costs Typically Range from 0.7% to 3.1% + Trading Costs4

Average Expenses = 1.6%4 (Expense Ratio) + Trading Costs

Ac t i ve In vestment 

Management Pro c e s s

$ C o m m i s s i o n s$ Ta x e s $ F e e s

Manager Attempts to Sell Only “Bad” Stocks

Manager Attempts to Buy 

Only “Good” Stocks

Your Performance Equals:

G r o s s Stock Returns
M i n u s Local Broker Commissions
M i n u s Management Fees
M i n u s Administrative Fees
M i n u s 12b(1) Fees
M i n u s Wall Street Commissions
M i n u s Market Impact
M i n u s Ta x e s

You Keep What is Left

Parties Who Benefit From 
This Buy/Sell Cycle:

Local Broker
Mutual Fund Salesman
Portfolio Manager
Fund Company
Wall Street Broker
Wall Street Tr a d e r
IRS (Ta x e s )

Universe of 10,0941 P u b l i c l y

Traded Domestic Stocks

LARGE STOCKS

(S&P 500)

SMALL STOCKS

HAND PICKED STOCKS



A d vocates of indexed and passive investment strate-

gies contend that it is impossible to consistently

“beat the mark e t”. Financial markets are generally

efficient because they discover and distribute financial infor-

mation almost instantaneously. Ac t i ve managers cannot con-

sistently compete with the speed and efficiency of computers,

the media, the Internet, and advanced telecommunications,

which ensure that stock prices quickly reflect all publicly

a vailable information. Fu rt h e r m o re, active management is

e x p e n s i ve. The high costs associated with active management

actually cause portfolios to produce returns l ower than those

of index funds.

The illustration on the opposite page depicts the indexe d

i n vestment management process. The goal of an index fund

is to provide an investor with a return that matches the per-

formance of a targeted market index minus ve ry modest

expenses. Or i g i n a l l y, index funds we re modeled after the

St a n d a rd & Po o r’s 500™ stock index. To d a y, howe ve r, index

funds are available for nearly eve ry major asset class includ-

ing: large-cap stocks, small-cap stocks, mid-cap stocks,

g rowth stocks, value stocks, large and small-cap international

stocks, real estate, U.S. bonds and emerging market stocks. 

For example, the St a n d a rd & Po o r’s 500™ is an index that

re p resents roughly the largest 500 companies in the Un i t e d

States. Instead of trying in vain to differentiate “g o o d” stocks

f rom “bad” stocks, an S&P 500™ index fund tries to re p l i c a t e

the performance of the S&P 500™ index by purchasing all 500

stocks based on their exact rank and weighting in the index.

Once purchased, stocks remain in the indexed portfolio until

the index itself changes. For example, the fund would sell stock

#500 only when stock #501 grows larger than stock #500.

One significant benefit of an indexed investment strategy

is its ve ry low cost stru c t u re. An important reason for this is

l ow portfolio turnove r. For example, a typical index fund

experiences only 4-9% 5 p o rtfolio turnover per ye a r. This is

ve ry low compared to the 120% 2 a verage annual turnove r

experienced by the average actively managed fund. Re d u c e d

p o rtfolio turnover allows the indexed investor to drastically

reduce brokerage commissions and other trading costs.

Reduced portfolio turnover also significantly decreases taxe s

by allowing investors to defer most capital gains tax indefi-

n i t e l y. Fu rt h e r m o re, low portfolio turnover substantially

reduces mutual fund administrative expenses. 

Index funds also benefit from low expense ratios. Un l i k e

a c t i ve funds that are burdened by expensive managers, index

funds allow the market to decide what assets are included.

It is worth noting that index funds are usually no-load.

Unlike many actively managed funds that assess investors a

significant front load or contingent deferred sales commis-

sion (load), most index funds allow investors to make sure

that 100% of their original investment goes to work .

Indexed Investment Strategies 
Seek to “Match the Market”
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In d e xed In vestment Management Pro c e s s

Portfolio Tu r n o v e r
Generally is Limited

to Changes in the

Index Itself

Portfolio Turnover Averages 6% 5 (Ranging from 4% to 9% 5 A n n u a l l y )

Annual Costs Typically Range from 0.03% to 0.50% 3 0

Average Index Fund Expense Ratio = 0.25% 3 1

Parties Involved in the 
Buy/Sell Cycle:

Local Broker (No Longer Required)
Portfolio Manager (Greatly Reduced)
Wall Street Broker (Greatly Reduced)
Wall Street Trader (Greatly Reduced)
IRS (Greatly Reduced)

Your Return is Increased

Universe of 10,0941 P u b l i c l y

Traded Domestic Stocks

LARGE STOCKS

(S&P 500)

SMALL STOCKS
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10,094

Fund Buys and Holds
All Stocks in the Index

Fund Buys and Holds
Most Stocks in the Index

LARGE STOCK 
INDEX FUND

NEW STOCKS ENTER
THE INDEX FUND

NEW STOCKS ENTER
THE MARKET

SMALL STOCK 
INDEX FUND



It is a curious paradox that while the objective of active

i n vestment management is to “beat the market,” it

r a rely happens in the real world. In the 30 years since

1971, active managers of general U.S. stock funds failed to

o u t p e rform the Wi l s h i re 5000™ index (an index that re p re-

sents the entire U.S. stock market) 70% 6 of the years. W h e n

holding periods we re increased, the underperformance was

e ven more significant. For example, over the last 15 ye a r s ,

8 2% 7 of all active large-capitalization mutual fund man-

agers failed to perform at the level of the unmanaged

St a n d a rd & Po o r’s 500™.

Fu rt h e r m o re, the margin of active managements’ under-

p e rformance is substantial. Fi g u re 1, at the top of the adja-

cent page, illustrates the historical returns for the four pri-

m a ry types of U.S. stock funds compared to the unmanaged

St a n d a rd & Po o r’s 500™ index and the St a n d a rd & Po o r’s

Midcap 400™ index (medium-sized U.S. stocks). We com-

p a re to each of these indexes because active stock funds gen-

erally own companies included in both of these indexes. Fo r

example, approximately 47% 8 of stocks included in

A g g re s s i ve Growth Funds compare (in size) to companies in

the St a n d a rd & Po o r’s Midcap 400™ index. An additional

3 6% 8 of stocks are generally included in the St a n d a rd &

Po o r’s 500™ index. Be t ween 1986 and 2000, active stock

fund managers’ performance trailed the indexes by 1.5% to

4 . 5% 9 a n n u a l l y. Even Aggre s s i ve Growth Funds perf o r m e d

poorly – and these are the ve ry funds that promise superior

returns because they accept higher levels of risk.

Poor performance is not unique to active U.S. large

stock fund managers. As shown in Fi g u re 2, active fore i g n

and U.S. small stock managers also fared poorly. During the

1 5 - year period ending December 31, 2000, managers of

f o reign and U.S. small company stocks underperformed the

MSCI EAFE™ index (large international stocks) and

Ibbotson U.S. Small Company index by 0.9% and 1.7%

re s p e c t i ve l y.1 0

Cu r i o u s l y, these charts reflect the performance of o n l y

those funds that are still in existence. Mutual fund compa-

nies often liquidate their worst funds or merge them with a

l a r g e r, more successful fund, there by eliminating their poor

track re c o rd fore ve r. If the above studies had included ter-

minated funds, the average performance by active managers

would be even worse. A paper published in the Jo u rnal of

Fi n a n c e ,1 1 using Li p p e r™ data, suggests that active manage-

ment returns are up to 1.4% per year lower when poor per-

forming “dead funds” are added back to the data.

In another Jo u rnal of Fi n a n c e a rticle, which many con-

sider to be the most compre h e n s i ve of all mutual fund stud-

ies, the average mutual fund underperformed the market by

1 . 8% 1 2 per ye a r. This study cove red time periods back to

1961 and accounted for both surv i vorship bias and com-

mon risk factors such as size and style. 

These statistics evaluate only mutual fund perf o r m a n c e .

Similar studies re veal that actively managed bank tru s t

funds, brokerage accounts, large pension funds, and pri-

vately managed accounts also consistently underperform the

i n d e xes, generally by even larger margins.

How Do Active Managers Perform
Compared to the Indexes?

6 7

The In d e xes Ou t p e rform Ac t i vely Managed 

U.S. Large Company Stock Fu n d s

( A n n u a l i zed Returns 1986 – 2000)

The In d e xes Ou t p e rform Ac t i vely Ma n a g e d

Fo reign & Small Stock Fu n d s

( A n n u a l i zed Returns 1986 – 2000)

Equity Income
F u n d s9

Growth Income
F u n d s9

Growth 
F u n d s9

A g g r e s s i v e
Growth Funds9

S&P 500
I n d e x

S&P 
Midcap 400

I n d e x

1 7 . 2 %

1 6 . 0 %

1 3 . 1 %

1 4 . 5 %

1 3 . 0 %1 2 . 7 %

Average International
Mutual Fund3 3

MSCI EAFE I n d e x
(International Stocks)

Average U.S. Small
Stock Fund1 0

Ibbotson 
Small Stock Index

1 0 . 8 %

1 1 . 7 % 1 1 . 6 %

9 . 9 %

Fi g u re 1

Fi g u re 2

Active Funds

Benchmark Index



Acommon misconception held by many investors is

that investment managers should be eva l u a t e d

based on their historical performance. In other

w o rds, many investors believe that mutual funds and inve s t-

ment managers that performed well in the past will contin-

ue to perform well in the future. 

Un f o rt u n a t e l y, the financial media, brokerage firms,

commissioned financial planners, insurance agents and

a c t i ve money managers aggre s s i vely sell this idea. In re a l i t y,

h owe ve r, many significant academic and professional stud-

ies conclude that superior historical performance may actu-

ally turn into worse than average future performance. Eve n

m o re ironic is that, while eve ry prospectus must say, “p a s t

p e rformance is not indicative of future perf o r m a n c e , ”

many investors still use past performance as the primary

reason for buying.

A recent study by Forbes a d d resses this issue.1 3 Each ye a r,

Forbes magazine pre p a res a list of top performing mutual

funds. Based on historical performance, Forbes places the

c o u n t ry’s top mutual funds on its select Forbes Honor Ro l l

list. In its own analysis, Forbes computed the rate of re t u r n

an investor would have earned if, in each year since Au g u s t

1973, he purchased the funds on the magazine’s pre v i o u s

ye a r’s Forbes Honor Roll list. As shown in Fi g u re 3, the

unmanaged St a n d a rd & Po o r’s 500™ index (large U.S.

stocks) outperformed the Forbes Honor Roll by 0.7% annu-

a l l y. The Ibbotson U.S. Small Company™ index (small U.S.

stocks) outperformed the Forbes Honor Roll by 2.7% annu-

a l l y. It is also important to note that these statistics are not

reduced by the sales commissions charged on many of the

Forbes Honor Roll funds. 

It is also worth noting that, while compared to most

funds, the Forbes Honor Roll list did well (though it still

u n d e r p e rformed) re l a t i ve to the S&P 500™, the pro b a b l e

reason for this is quite predictable. A key criterion for

making the Forbes Honor Roll is having a low expense

ratio – the same variable that helps index funds perf o r m

so admirably. 

Another study,1 4 s h own in Fi g u re 4, further substanti-

ates the poor pre d i c t i ve value of historical perf o r m a n c e .

This study analyzed the subsequent period performance of

the Top 30 U.S. stock funds for each five - year period since

1970. For example, had an investor identified and pur-

chased the Top 30 funds from 1970-74 in advance, he

would have beat the S&P 500™ by 3.1% per ye a r.

Un f o rt u n a t e l y, no one can predict the 30 winners in

a d vance. Howe ve r, many investors use such historical track

re c o rds to determine future fund purchases. As evidenced

by the chart, this strategy is flawed. The same Top 30 funds

f rom 1970-74 underperformed the S&P 500™ by 1.6%

per year in the 25 years since (1975-99). And, as the chart

indicates, this subsequent underperformance is not an iso-

lated occurrence. To the contrary, subsequent period per-

formances for Top 30 funds failed to outperform the S & P

5 0 0 ™ for eve ry five - year period since 1970.

Historical Performance is 
Not Indicative of Future Performance
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Forbes Honor Roll Funds vs. the In d e xe s

( A n n u a l i zed Returns 8/1973 – 6/1998)

Top 30 U.S. Stock Funds Pe rform 

Poorly in Subsequent Pe r i o d s

( Returns Re l a t i ve to S&P 500, 1970 – 1999)

2 5 %

2 0 %

1 5 %

1 0 %

5 %

0 %

- 5 %

- 1 0 %
1970-74  1975-99 1975-79  1980-99 1980-84  1985-99 1985-89  1990-99 1990-94  1995-99

3 . 1 %

- 1 . 6 %

2 0 . 8 %

- 1 . 8 %

7 . 5 %

- 2 . 9 %

1 . 7 %

- 0 . 6 %

1 0 . 1 %

- 6 . 9 %

Original Top 30 Funds Outperformance

Subsequent Underperformance

Forbes Honor Roll
F u n d s

S&P 500 Index Ibbotson U.S. Small
Stock Index

1 3 . 6 %

1 6 . 3 %

1 4 . 3 %

Fi g u re 3

Fi g u re 4



Financial economists frequently assume that individuals

are “risk averse.” Said another way, rational people

typically seek to avoid needless and uncompensated

risk. When two investments are offered, both with 5% expect-

ed returns, and one has high risk while the other has low risk,

rational investors always pick the low risk alternative – or at

least in theory.

In daily life, people illustrate this tendency to avoid need-

less risk. They continuously make decisions on the basis of a

simple question: What do I have to gain vs. what do I have to

lose? When opportunities are presented that indicate more

potential benefit than pain, people proceed. Likewise, people

avoid situations when the potential loss exceeds the potential

for gain. This is common sense. And, in most aspects of life,

this rule usually keeps us out of trouble and misery. However,

humans are not always as rational as the economists hypothe-

size. There are at least two areas of life where otherwise ratio-

nal people ignore this rule: gambling and investing.

In gambling, whether in a Vegas casino or playing a state

administered lottery, there is a “house” that gathers every gam-

bler’s antes. Depending on the game, a few individuals win

big. The rest lose their ante – or several antes. On average, the

house is assured of winning. Collectively, the gamblers always

lose. The reason: no matter the game, the odds allow the

house to get its cut off the top before the rest is distributed as

winnings. By definition, winnings are always less than the sum

of the antes. Accordingly, in gambling, there is always less to

gain than there is to lose. Nevertheless, otherwise rational peo-

ple continue to gamble in hopes of “striking it rich.”

Active management is much the same – only this time the

“house” is the mutual fund company. The ante is the individ-

ual’s original investment, and the house’s cut is the high annu-

al fees charged by the fund manager. In total, the fund man-

agers can only deliver the market return – that is all there is to

distribute. After covering the high costs, the typical investor

must lose. And, just as in gambling, people continue to ante

up to active managers with the hope of big excess returns (i.e.

beating the market).

The real problem with this is that, unbeknownst to most

investors, active management presents the same challenge as

the casino. Their effort to “strike it rich” by outperforming the

market, more often than not, leads to significant underperfor-

mance. Furthermore, gambling with active management adds

a whole new dimension of risk – human judgment risk. This

is the risk of doing much worse than average. Figure 5 illus-

trates this phenomenon.15 While gambling with active man-

agement provided the opportunity to beat the market (57

funds beat the market before-tax while 24 did after-tax), the

vast majority of funds still failed – and did so by a consider-

able margin. 

In summary, as illustrated in Figure 6, if you play the

active management gamble and win (8% chance after taxes),

you were rewarded, on average, with a return about 1.4%

above the market average. If you played and failed (82%

chance), on average, you lost about 3% per year. If your luck

ran dry and you errantly bought the worst 8% of funds, you

gave up 9.7% per year. In gambling terms, you risked 9.7% to

make a 1.4% potential payback.16 Bad odds – even for Vegas!

Attempting to “Beat the Market” 
is a Risky Proposition

1 0 1 1

Ac t i ve Management Adds Considerable Risk

6 0

5 0

4 0

3 0

2 0

1 0

0

1 4

Performance Relative to S&P 500 (before taxes)

ATTEMPTING TO “BEAT THE MARKET” WAS RISKY S&P 500 vs. Large U.S. Stock Fu n d s *
( A n n u a l i zed Returns 1986 – 2000)

ACTIVE MANAGEMENT OFFERS FAR WORSE ODDS THAN VEGAS Pe rformance of Ac t i ve Funds Re l a t i ve to S&P 500
( A n n u a l i zed Returns 1986 – 2000)

8

1 7 1 6

3 7

5 6 5 7

5 0

Average Cost of Losing 
“Active” Management Bet

Average Benefit of Winning 
“Active” Management Bet

4 %

2 %

0

- 2 %

- 4 %

- 6 %

- 8 %

- 1 0 %
Top 18%

Funds
Top 8%16 Funds

(After Taxes)
Failed 82%

Funds
Worst 18%

Funds
Worst 8%16

Funds

1 . 5 % 1 . 4 %

- 9 . 7 %

- 6 . 8 %

- 3 . 0 %

Fi g u re 5

Fi g u re 6

2 6

3 3

1 31 2

*Includes only the 312 funds that survived the entire 15 year period. Many of the worst funds had already been liquidated or merged with better performing funds.

< -7% -6 to -7% -5 to -6% -4 to -5% -3 to -4% -2 to -3% -1 to -2% 0 to -1% 0 to 1% 1 to 2% 2 to  3% 3 to  4% 4 to  5%

S&P 500 255  Failed to beat the S&P500 (82%)

33  Beat the S&P 500 

but failed after taxes (10%)

24  Beat the S&P 500

before &after taxes (8%)



Why do active investment managers fail?

Fo rt u n a t e l y, the answer to this question is

quite simple. The high costs of active man-

agement make it impossible to outperform indexed inve s t-

ment strategies consistently. 

Simple mathematics proves this point. A concise art i c l e

written by Nobel Laureate William F. Sharpe demonstrated

that the simple rules of arithmetic prove actively managed

funds m u s t u n d e r p e rform index strategies. Since, collec-

t i ve l y, active managers can only earn a return equal to the

m a rket, Sharpe proved that after their higher costs, active

managers as a group m u s t fail. 

Investment expenses fall into two main categories: “obvi-

ous” expenses and “hidden” expenses. The first category, obvi-

ous expenses, includes easily identifiable costs such as retail

commissions, front and back loads, internal fund expenses,

administration expenses, and mutual fund marketing expens-

es referred to as 12b-1 fees. The second category, hidden

expenses, includes costs such as internal commissions, bid/ask

spreads, and market impact. 

The top two tables on the adjacent page, Fi g u res 7 and 8,

illustrate the first category of costs – obvious costs. T h e

tables compare the costs of actively managed inve s t m e n t

vehicles to index funds. It’s important to note these tables

illustrate o n l y easily identifiable costs. They do not include

hidden bid/ask spreads, internal commissions, and mark e t

impact costs. These hidden costs are re v i ewed in the follow-

ing section. As illustrated, easily identifiable costs associated

with actively managed investment vehicles often appro a c h

3% per ye a r. Index funds, on the other hand, cost substan-

tially less – annual expenses frequently range from 0.18% to

0 . 3 5 % .3 2

A more recent trend in fund marketing is what we often

refer to as “Alphabet So u p” funds. What used to be com-

monly known as front load funds are now renamed A-

s h a res. New B-share funds say they don’t charge a fro n t

load but instead assess a “p e n a l t y” if an investor sells the

fund in the subsequent 1-6 ye a r s .1 7 C - s h a re funds typically

charge a small up front commission and often a small exit

load upon redemption. Brokers and fund salesmen often

refer to B & C-share funds as no-load or low-load funds.

While this may seem true, as the adjoining chart show s ,

such funds are far from attractive. Their substantially high-

er annual expenses more than offset the claim of lowe r

f ront-load commissions. It is important to re m e m b e r, the

salesperson always gets paid the commission up fro n t !

Ad vocates of active investment strategies attempt to jus-

tify higher expenses. They claim that their “s o o n - t o - b e”

superior performance offsets their higher costs. Fi g u re 9, at

the bottom of the adjacent page, compares the perf o r m a n c e

of high and low expense bond and stock funds to their re l a t-

ed market indexes. For the 15-year period ending De c e m b e r

31, 2000, the performance of low expense funds was signif-

icantly better than high expense funds. On average, low

expense stock funds earned 4.9% per year more than high

expense stock funds.1 8 Mo re import a n t l y, the indexes out-

p e rformed even low expense funds. Clearly, expenses do

make a differe n c e .

High Costs of Active Management
Hurt Portfolio Performance

1 31 2

Ac t i ve In vestment Management Ex p e n s e s *

In d e xed In vestment Management Ex p e n s e s

Taxable Bond Funds and U.S. Stock Funds vs. In d e xes 
( A n n u a l i zed Returns 1986 – 2000)

Front-End B a c k - E n d Annual Internal A n n u a l Annual Expenses Over
FUND OR ACCOUNT TYPE Sales Load Sales Load Expense Ratio 12b-1 Fees 5 YR. Holding Period

U.S. Stock Funds – “A” Shares 5.07 % 0.00 % 1.33 % 0.27 % 2.50* %

International Stock Fund – “A” Shares 5 . 0 9 0 . 0 0 1 . 7 7 0 . 2 7 2 . 9 5 *

U.S. Stock Funds – “B” Shares 0 . 0 0 4 . 8 2 2 . 1 5 0 . 9 6 2 . 1 5 *

U.S. Stock Funds – “C” Shares 0 . 1 4 0 . 8 6 2 . 1 6 0 . 9 6 2 . 1 9 *

U.S. Stock Funds – No-Load, with 12(b)-1 0 . 0 0 0 . 0 0 1 . 5 1 0 . 3 5 1 . 5 1

U.S. Stock Funds – No-Load, No 12(b)-1 0 . 0 0 0 . 0 0 0 . 9 9 0 . 0 0 0 . 9 9

Wrap Fee Accounts 0 . 0 0 0 . 0 0 3 . 0 0 0 . 0 0 3 . 0 0

Front-End B a c k - E n d Annual Internal A n n u a l Annual Expenses Over
FUND OR ACCOUNT TYPE Sales Load Sales Load Expense Ratio 12b-1 Fees 5 YR. Holding Period

S&P 500 Index Fund 3 2 0.00 % 0.00 % 0.18 % 0.00 % 0.18 %

Small Company Stock Index Fund 3 2 0 . 0 0 0 . 0 0 0 . 2 5 0 . 0 0 0 . 2 5

Bond Index Fund 3 2 0 . 0 0 0 . 0 0 0 . 2 0 0 . 0 0 0 . 2 0

International Large Company Index Fund 3 2 0 . 0 0 0 . 0 0 0 . 3 5 0 . 0 0 0 . 3 5

High Expense
F u n d s1 8

Low Expense
F u n d s1 8

L e h m a n
Brothers (LB)
Bond Index

S&P 500 
I n d e x

High Expense
F u n d s1 8

Low Expense
F u n d s1 8

6 . 8 %
8 . 0 % 8 . 6 %

9 . 9 %

1 4 . 8 %
1 6 . 0 %

TAXABLE BOND FUNDS U. S. STOCK FUNDS

*Assumes amortization of front load @ 5% risk free interest over five years. Also assumes no back-end sales charge on “B” shares or “C” shares.

Fi g u re 7

Fi g u re 8

Fi g u re 9



Most investors are unaware of several ve ry real hid-

den expenses. These hidden expenses are re l a t e d

to portfolio turnover and never show up on bro-

kerage statements or in mutual fund prospectuses. Hi d d e n

expenses include: internal brokerage commissions, bid/ask

s p reads and market impact. These expenses strain perf o r m a n c e

as much as, or even more than, the obvious costs such as com-

missions and management fees that we re re v i ewed in the pre-

vious section. Such hidden costs include:

• In t e rnal Brokerage Commissions: Institutional inve s t o r s

(including mutual funds) typically pay 3 to 12 cents in

commissions for each share of stock they buy or sell.

C l e a r l y, for higher turnover portfolios, internal bro k e r a g e

commissions cause a large strain on perf o r m a n c e .

• Bi d / Ask Sp re a d s : In Wall St reet terms, investors purc h a s e

stock at the ask price and sell stock at the bid price. T h e

bid price is always slightly lower than the ask price. Fo r

example, if an investor bought XYZ stock at the ask p r i c e

of $25 1/2 and then wished to sell the stock immediately,

he would have to sell at a lowe r, bid price, such as $25.

The 50-cent-per-share spread between the bid and a s k

price is a ve ry real transaction cost that investors pay in

addition to brokerage commissions. Bid/ask spreads, paid

to the trader, directly reduce perf o r m a n c e .

• Ma rket Im p a c t : Fluctuations in “s u p p l y” and “d e m a n d”

for a stock cause a phenomenon called “m a rket impact.” In

general, when there is an increase in demand for a pro d u c t ,

prices will increase. Conve r s e l y, when there is an increase in

s u p p l y, prices will fall. Likewise, when an active manager

p u rchases a stock, he causes a temporary increase in

demand for the stock. This generally causes the ask price of

the stock to temporarily increase. The inve s t o r, there f o re ,

p u rchases the stock at a premium. When an active manager

sells a stock, he causes a temporary increase in supply of

the stock. This generally causes the bid price of the stock to

temporarily decrease. The inve s t o r, there f o re, has to sell his

stock at a discount. These premiums and discounts are par-

ticularly significant for small and/or thinly traded stocks.

Fi g u re 10, at the top of the adjacent page, illustrates the

estimated costs of bid/ask spreads for domestic stock port f o-

lios. While these estimated costs are re l a t i vely insignificant for

l ow turnove r, large stock portfolios, they are substantial in high

t u r n over strategies, particularly for portfolios of small and

medium sized stocks. The costs in this chart do n o t i n c l u d e

internal brokerage commissions and market impact.

Fi g u re 11, at the bottom of the adjacent page, clearly show s

that mutual funds with high portfolio turnover substantially

u n d e r p e rform funds with low turnove r. The poor returns of

high turnover funds illustrate the real performance drag caused

by internal brokerage commissions, bid/ask spreads, and mar-

ket impact.

High Portfolio Turnover Adds
Enormous Hidden Costs

1 4 1 5

Hidden Costs of Bid/Ask Sp re a d s

Estimate of Annual Expenses (%)

Po rtfolio Tu r n over Di rectly 

Affects Long-Term Total Re t u r n s

A n n u a l i zed Stock Mutual Fund Returns 1986 – 20001 9

Very High
Tu r n o v e r

(Highest 10%)1 9

High Tu r n o v e r
( Top 20%)1 9

Average 
Tu r n o v e r
( 1 2 0 %)1 9

Low Tu r n o v e r
(Bottom 20%)1 9

Very Low
Tu r n o v e r

(Lowest 10%)1 9

1 5 . 0 %

1 3 . 6 %
1 3 . 5 %

1 3 . 3 %

1 3 . 0 %

Fi g u re 10

Fi g u re 11

Large Stocks Medium Stocks Small Stocks Micro Stocks
ANNUAL PORTFOLIO TURNOVER (Deciles 1 – 2) (Deciles 3 – 5) (Deciles 6 – 8) (Deciles 9 – 10)

3 0 0 % 1.95 % 2 . 6 9 % 3.47 % 9.24 %

2 0 0 % 1 . 3 0 1 . 8 0 2 . 3 2 6 . 1 6

120% (Average Fund) 2 0 . 7 8 1 . 0 8 1 . 3 9 3 . 7 0

1 0 0 % 0 . 6 5 0 . 9 0 1 . 1 6 3 . 0 8

5 0 % 0 . 3 3 0 . 4 5 0 . 5 8 1 . 5 4

2 5 % 0 . 1 6 0 . 2 2 0 . 2 9 0 . 7 7

1 0 % 0 . 0 7 0 . 0 9 0 . 1 2 0 . 3 1

5 % 0 . 0 3 0 . 0 4 0 . 0 6 0 . 1 5



An alarming number of mutual fund companies

and investment managers fail to consider the tax

ramifications of their trading decisions. Be c a u s e

a c t i ve managers are generally evaluated on their published,

b e f o re-tax returns, excess taxes become another one of the

many hidden costs of active management. This is iro n i c .

Taxable investors should be less worried about published

returns, and more worried about what they have left after

paying taxes. Published returns fail to tell the investor what

he actually gets to keep.

Both individual stocks and stock mutual funds derive

their returns from dividends (current income) and capital

gains (appreciation in stock or mutual fund share s ) .

In vestors pay ord i n a ry income tax – up to 38.6% or more 2 0

– on dividends in the year dividends are paid. Capital gains

a re taxable at a maximum tax rate of 20%.2 1 Unlike divi-

dends, most capital gains are taxable only when inve s t o r s

sell their stock. These rates do not include additional taxe s

assessed by many states.

In d e xed portfolios get a major benefit from indefinite

deferral of capital gains. This is because index funds rare l y

sell their holdings. By definition, index funds “buy” and

“ h o l d” investments. For example, the adjacent chart (Fi g u re

12) shows that an investor who buys and indefinitely holds

an S&P 500™ index fund is expected to lose only about

0.5% per year to tax (assuming a 10% annual before - t a x

return). Even if the fund is later sold, the investor still nets

8 . 4% 2 2 after all taxe s .

While it is generally true that taxes eventually have to be

paid on unre a l i zed capital gains, investors in index and low

t u r n over strategies can often permanently eliminate all

accumulated capital gains tax. A frequently used strategy is

to make charitable gifts of appreciated stocks or stock funds.

This eliminates the taxable gain. Second, for investors who

do not sell appreciated shares during their lifetime, taxes on

accumulated capital gains may be forgiven at death. The law

c u r rently forgives tax on capital gains when an individual

passes appreciated stock to heirs at death. This is called

“step up in basis.” The benefit is that the index inve s t o r

ends up realizing a 9.5% 3 4 net-of-tax return using either

s t r a t e g y. This is far greater than the net re a l i zed gains for

higher turnover active strategies.

In contrast, active managers are “buy” and “s e l l”

i n vestors by nature. They continuously sell stocks that have

accumulated capital gains to buy new stocks. Consequently,

i n vestors lose the advantage of capital gains tax deferral. T h e

adjacent chart indicates that even ve ry low turnover funds

lose over 1% each year to taxes. The average manager, with

a portfolio turnover of 120%,2 will sacrifice 3.3% 2 3 to taxe s

a n n u a l l y. 

Ad d i t i o n a l l y, this study generously assumes that the

a c t i ve manager earns the same 10% before-tax return as the

S&P 500™ index fund. As discussed earlier, the typical

a c t i ve manager underperforms the indexes by 2-3% annual-

l y. The negative tax ramifications of active management fur-

ther exacerbate this underperformance. 

High Portfolio Tu r n o v e r
Reduces After- Tax Returns

1 71 6

Even if all stock funds earned the same before taxe s ,

p o rtfolio turnover reduces after-tax returns 

by increasing capital gains tax*

High Turnover (250%)
Active Fund

5 . 8 %

S&P 500
Index Fund

8 . 4 %

Very Low 
Turnover (10%)

Active Fund

8 . 2 %

Low Turnover (25%)
Active Fund

7 . 8 %

Average 
Turnover (120%)

Active Fund

6 . 7 %

After-Tax Return if Sold at End of 20 Years by You

After-Tax Return if Sold by Heirs

Before-Tax Return

* Assumes equal 10% before-tax returns for 20 years. Investor is assumed to be in the 41.6% combined federal and state income tax bracket. The S&P 500
Index Fund after-tax return estimate is based on historical data derived from the Vanguard 500 Index Fund.

Fi g u re 12

1 0 % 1 0 %1 0 %1 0 %1 0 %

5 . 8 %

9 . 5 %

8 . 9 %

8 . 3 %

6 . 7 %
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“All the time and effort people devote to picking the right fund, the

hot hand, the great manager, have in most cases, led to no adva n t a g e . ”

“ Most investors would be better off in an index fund.” 

PETER LY N C H L e g e n d a ry Manager of Fidelity Ma g e l l a n

“ Most investors, both institutional and individual, will find that

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) delive red by the gre a t

majority of investment professionals.” 

WARREN BUFFET Chairman, Be rk s h i re Ha t h a w a y

“I believe the search for top-performing stock funds is an intellectually

discredited exercise that will come to be viewed as one of the great finan-

cial follies of the late 20th century.” “Ignore market timers, Wall Street

strategists, technical analysts, and bozo journalists who make market

predictions...Admit to your therapist that you can’t beat the market.” 

J O N ATHAN CLEMENTS Columnist, Wall St reet Jo u rn a l

“ By day we write about “Six Funds to Buy NOW!”... By night, we

i n vest in sensible index funds. Un f o rt u n a t e l y, pro-index fund sto-

ries don’t sell magazines.” 

ANONYMOUS Fo rtune Magazine Writer 

“ Fiduciaries and other investors are confronted with potent evidence

that the application of expertise, investigation, and diligence in effort s

to “beat the mark e t” ordinarily promises little or no payo f f, or even a

n e g a t i ve payo f f, after taking account of re s e a rch and transaction costs.” 

THE AMERICAN LAW INSTITUTE T h i rd Restatement of the Law, Trust, Pru d e n t

In vestor Ru l e

“I have a lot of friends who work in the securities business, and

all of them just buy the stock market.  I don’t know any of them

who are stock pickers.” 

BENJAMIN STEIN TV host of Win Ben St e i n’s Mo n e y, Sm a rt Mo n e y

“The statistical evidence proving stock index funds outperf o r m

b e t ween 80% and 90% of actively managed equity funds is so ove r-

whelming that it takes enormously expensive adve rtising campaigns

to obscure the truth from investors.” 

THE MOTLEY FOOL In t e rnet Advisor 

“ I ’d compare stock pickers to astrologers, but I don’t want to bad-

mouth astrologers.” 

EUGENE F. FAMA Na t i o n’s Top Published Financial Economist, Un i ve r s i t y

of Chicago

“The most efficient way to diversify a stock portfolio is with a low

fee index fund.  St a t i s t i c a l l y, a broad based stock index fund will

o u t p e rform most actively-managed equity portfolios.  Ha rdly ten of

one thousand [money managers who pick stocks and time mark e t s ]

p e rform in a way that convinces a jury of experts that a long term

edge over indexing is likely.” 

PAUL A. SAMUELSON Economist, Nobel Laure a t e

“When it comes down to how we are performing, we are trailing in the

m a rk e t’s wake.  People ought to re c o g n i ze that the average fund can

n e ver o u t p e rform the market in total”. 

JOHN FOSSEL Former Chairman, The Oppenheimer Fu n d s

“ Identifying managers who can significantly, and consistently out-

p e rform the indexes over long periods of time is extremely tough.”

“We think indexing is preferable to active management for the bulk

of inve s t o r’s portfolios.” 

TYLER MAT H I S O N Exe c u t i ve Ed i t o r, Money Ma g a z i n e

“I am a big believer in index funds.” 

JANE BRYANT QUINN Columnist, Ne w s week 

“After nearly fifty years in this business, I do not know of anybody

who has done it [market timing] successfully, and consistently.  I

d o n’t even know anybody who k n ows anybody who has done it suc-

cessfully and consistently. “ 

JOHN C. BOGLE, SR. Former Chairman & Fo u n d e r, The Va n g u a rd Gro u p

“ Properly measured, the average actively managed dollar must

u n d e r p e rform the average passively managed dollar, net of costs.

Empirical analyses that appear to refute this principle are guilty of

i m p roper measurement.” 

WILLIAM F. SHARPE Professor of Finance, Nobel Laure a t e

“ Even in Japan, academic re s e a rchers and consulting firms have pro-

vided consistent evidence that the majority of actively managed funds

fail to earn as good a rate of return as the index fund.” 

MAMORU AOYA M A Professor of Finance, Yokohama Un i ve r s i t y

“The connection between past and future performance has not been

firmly established by the stars, historic star ratings or any raw data.”

“We never intended to suggest that the stars could be used to pre-

dict short-term returns or to time fund purchases.  They we re just a

way to sort funds according to past success.”  “[Our] 5-star bond

funds have posted lower aggregate returns than their peers.” 

M O R N I N G S TAR MUTUAL FUNDS In d u s t ry Fund Re s e a rc h e r

What Other Experts Say About the 
Indexing vs. Active Management Debate

The evidence that active investment management

does not and cannot consistently “beat the mark e t”

has not gone unnoticed. Institutional and individ-

ual investors are moving more and more of their inve s t m e n t

assets to index funds. Assets held in index funds have grow n

t re m e n d o u s l y. Estimates suggest that assets invested in

i n d e xed strategies may now exceed two trillion dollars! 2 4

The majority of the largest corporate and public pension

plans direct their assets to indexed holdings. In 1999, it was

estimated that up to 40% of the institutional inve s t o r’s

assets we re held in index strategies.2 4 The ve ry institutions

that once hired the best and brightest active managers have

n ow relinquished that task in favor of indexed strategies. 

Until a few years ago, institutional index funds we re the

e xc l u s i ve domains of large corporate pension funds fro m

companies such as Ex xon, IBM, Intel, AT & T, Ge n e ra l

Motors, Phillip Morris and Pe p s i C o. Mo re re c e n t l y, individu-

als and small to medium-sized corporate investors have dis-

c ove red the merits of indexed investing. From only one bil-

lion dollars 15 years ago, retail index funds have now grow n

to over $313 billion in assets.2 5 In fact, 37.6% of all new

money is now being invested in index funds.2 6 Needless to

s a y, indexing has made major pro g ress since the first insti-

tutional index fund became available in 1973.2 7

The most successful investors grow rich by not making

mistakes. In his book How to Play Your Best Golf All the

Ti m e ,2 8 Tommy Armour says, “The best way to win is by

making fewer bad shots.” The greatest investors can relate to

this simple adage; they have become successful by avo i d i n g

mistakes. The indexed approach to investing enables

i n vestors to excel by making fewer “bad shots” or decisions.

The reason: indexing relies on several well-established facts.

Index funds:

• eliminate sales charges and retail commissions.

• offer an extremely low cost structure and low trading costs.

• e n s u re maximum tax efficiency. 

• consistently outperform active management strategies. 

• eliminate the need to continuously evaluate port f o l i o

holdings. 

• a l l ow investors to quit trying to outguess the market. 

• a c h i e ve extremely broad dive r s i f i c a t i o n .

• a void reliance on potentially erroneous human judgment.

• i n c rease predictability – you maintain more control and

earn more consistent re t u r n s .

• satisfy fiduciary responsibilities and prudent inve s t o r

rules for tru s t e e s .

We believe that academic and professional re s e a rc h

p rove that indexed investment strategies provide long-term

p o rtfolio returns superior to those available from active

managers. Index funds allow investors to most effective l y

m a x i m i ze their assets, enhance the quality of their live s ,

and re a l i ze their personal and financial goals. The evidence

is compelling!

Our Position Regarding 
Indexed vs. Active Strategies

1 8
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ed turnover ratio, fund of funds, index and exchange traded funds, domestic and inter-
national hybrid funds, and conve rtible funds. 

3 0 Annual index fund costs of 0.03% to 0.5% per year based on the highest and lowe s t
expense ratios on all domestic stock index funds tracked in Morningstar Principia as of
12/31/00.  The dataset includes all index funds with net assets in excess of one billion
dollars.  The dataset also excluded fund of funds.

3 1 The average index fund expense ratio of 0.25% per year is based on the average of all
domestic stock index funds tracked in Morningstar Principia as of 12/31/00.  T h e
dataset includes all index funds with net assets in excess of one billion dollars.  T h e
dataset excluded fund of funds.

3 2 Based on the 12/31/00 expense ratios of popular index funds offered by The Va n g u a rd
Gro u p. 

3 3 Average International Mutual Fund based on foreign stock funds, as categorized by
p rospectus objective, for the 15-year period ending 12/31/00, as included in
Morningstar Pr i n c i p i a .

3 4 The 9.5% net-of-tax index fund return assumes unre a l i zed capital gains are eliminated
at the end of 20 years by step-up-in basis or charitable gift. This assumes the curre n t
dividend yield of 1.05% (based on 12/31/00 Va n g u a rd, 500 Index dividend yield) and
assumption that the hypothetical index fund re a l i zes taxable capital gains consistent
with the historical levels of the Va n g u a rd Index 500.

B H CO is an independent firm providing investment and

financial advisory services. Our clients include financially

established individuals, trust funds, re t i rement plans, non-

p rofit organizations, and fiduciaries. 

Our clients are not speculative, high-risk investors. All

a re concerned with pre s e rving capital, growing assets, and

a voiding the myriad of risks that abound in today’s inve s t-

ment environment. To meet these objectives, we help

clients use the same Nobel Pr i ze winning strategies tradi-

tionally re s e rved for the nation’s largest institutional

i n vestors. 

As a fee-only a d v i s o r, B H CO does not re c e i ve benefits

f rom brokerage services, commissions or finders fees.

W h e n e ver possible, we help clients eliminate commis-

sions. This independence allows us to remain impart i a l .

We secure specialized investment services from leading

institutional providers. 

Each client account is tailored to the individual client’s

needs, yet all clients share the goal of maximizing after-tax

return at a controlled level of risk. Global dive r s i f i c a t i o n ,

based on sound asset allocation principles, is one of the

most effective means tow a rd this end. T h e re f o re, we advo-

cate the maintenance of portfolios using a wide variety of

the world’s capital mark e t s .

Using sophisticated investment planning tools, we

assist clients in determining the mix of financial assets best

suited to their investment objectives, risk tolerance, and

financial goals. For individual investors, we consider

income tax status and we attempt to identify the most

a d vantageous apportionment of investment assets among

personal and tax-deferred re t i rement accounts. Our ser-

vices also help individuals minimize the confiscatory

effects of estate taxe s .

B H CO f o l l ows highly stru c t u red, systematic, and disci-

plined investment strategies designed to maximize we a l t h

in a conserva t i ve and well-thought-out manner. B H CO’s

i n vestment process intuitively makes sense because it is

based on investment theory that has stood the test of time

in both theory and practice. 

In addition to our fee-only stru c t u re, having a full staff

of Certified Public Accountants puts us in the enviable

position of being able to fully consider the tax ramifica-

tions of eve ry investment decision, be it stock option

analysis or sophisticated philanthropic planning. As a

result, estate and tax planning don’t become an after-

thought to the financial planning process; they become an

integral part of it.

Our planning oriented approach allows our clients to

m o re effectively maximize their assets, enhance the quali-

ty of their lives, and re a l i ze personal and financial goals. 

BHCO Capital Management, Inc.


