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Managed vs. Index Funds

Some basic information 

Index funds (also known as passively managed funds) are mutual funds, exchange 
traded funds, or unit investment trusts that mimic or provide a representative sample 
of a group of securities so that an investor who owns one has a portfolio that is as 
diversified as the underlying group. 

They are designed not to beat the market, but to duplicate the marketôs performance 

There are thousands of examples of index funds on various markets: The Wilshire 
5000(General Stock Market), S & P 500, Russell 2000, Total Bond market, Gold 
Stocks etc.

The concept of index funds was mentioned in a book, ñA Random Walk Down Wall 
Streetò by Burton G. Malkiel in the 1973 edition of his book.  John Boogle, the founder 
of Vanguard funds, is credited with being the inventor of the first index fund.  The 
Vanguard 500 Index fund began in 1976.  



Managed vs. Index Funds

Index fund advantages

Easy diversification (A single share of an S&P 
500 index fund offers exposure to 70% of the US 
Stock Market)

Low Fees (There is no need to have an 
extensive administrative and research staff, 
trading costs are very low)

Performance (In any given year, normally 75% 
of the actively managed index funds fail to beat 
the S&P 500 or their targeted sector index)



Managed vs. Index Funds

Index Funds Disadvantages

Â Bubble Reflection By definition, the index funds are 

weighted to give a more prominent role to companies 

with the largest total stock values.  So when a bubble 

begins to form, that will be reflected more and more in 

the index as the bubble stocks inflate.  Accordingly 

when the bubble bursts, even though it is apparent it 

is going to burst, the index fund rules prevent 

preventative selling to avoid a loss.

Examples:  Internet Stocks, Housing / Financial stocks



Managed vs. Index Funds

Index Funds Disadvantages  (Continued)

Â Opportunity Lost (An index fund by definition 

will only perform to the average, not above 

and not below.  Many people like to speculate 

that they can beat the average by human 

intervention in the use of an actively managed 

fund.)



Managed vs. Index Funds

Some Basic Information

An actively managed fund seeks to exploit 
market inefficiencies by:

Purchasing undervalued securities to profit 
from them  by selling them long

Short selling over valued securities to 
profit them.

Purchasing securities with offsetting trends
to reduce risk (Modern Portfolio Theory)



Managed vs. Index Funds

Some Basic Information (Continued)

80% of all mutual funds are actively managed, 
but so far, only a small fraction of ETFs are

Active managers use various tactics, strategies, 
and systems to try to outperform the markets
Â Use various indexes/ratios/computer programs to 

identify patterns / trends of certain stocks / sectors / 
and macroeconomics

Â Some specialize in arbitrages, option writing, mergers 
and acquisitions to hedge risks



Managed vs. Index Funds

Advantages of Actively Managed Funds 

25% of actively managed funds out perform the 
market in a given year, however, only a fraction 
of the 25% repeat in the next year and the ratio 
declines with extended time.

Some permit lower risk by avoiding certain 
sectors out of favor or companies that are known 
to use high risk strategies and combine Stocks 
/Bonds into a Hybrid Fund

Some permit higher risk / higher reward by the 
converse of the low risk strategies for the 
adventurous investor




