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It is safe to say that most investors don’t know the market as well as Warren Buffett.  Knowing which stocks to buy, sell, or hold can be extremely difficult, even for the professional analysts and managers.  Another problem that investors face is the lack of resources.  While a greatly diversified portfolio is ideal, most people can’t afford the tens of thousands of dollars that it takes to diversify a portfolio.  Fortunately, for those of us who aren’t experts at picking stocks and don’t have $100,000 to play around with in the market, there is another way. 

Mutual Funds are basically intermediaries that pool the financial resources of many investors and then invest the money in many different portfolios of assets and securities.  There are over 8,500 mutual funds and almost all are actively managed.  The average fee for their “management skills” is about 1.45%, and this does not include a load fee that is common on most mutual funds.  Over 90% of all the money in U.S. stock funds is in these actively managed funds (Statman).  Another option for investors is index funds.  The purpose of this article is to examine which is of optimal benefit to the individual investor.  

There are several reasons that index funds are attractive and a better investment than actively managed mutual funds.  Since index funds are passively managed, their fees are very low (Vanguard’s S&P 500 fund expense ratio is 0.2%). What most mutual fund managers won’t tell you is that the “average actively managed stock mutual fund returns approximately 2% less per year to its shareholders than the stock market returns in general”(What’s Wrong). Also, with actively managed mutual funds, many of these managers have been participating in illegal business actions.  In his article “How Mutual Funds Stole Your Money”, Jon Markman writes, “The cost to mutual fund consumers could be staggering. According to estimates, the hidden price of managers’ venality may have been enough to double the reported expenses of some funds at companies that engaged in unsavory practices. So if you believe you’re paying 1.5% in fund expenses, or $1,500 per year for a $100,000 investment, the hidden costs may have been more like $3,000. So you would need to make at least 3% a year just to get out of the hole in a typical no-load fund. In a fund with a 5% load, you’d need to make as much as 8% a year just to start making money.” This table shows the amount of money retail investors have wasted so far this year.

Table 1

	Number of funds considered
	8,545

	Total invested ($millions)
	$3,738,342,970,000

	Fees actually paid ($millions)
	$46,967,540,861

	Ave. actual annual expense ratio
	1.26%

	Ave. benchmark fund expense ratio
	0.29%

	Projected unnecessary expense
	0.97%

	Total $ wasted ($millions)
	$36,188,973,586


                                                                                             (McClatchy)

As if this weren’t enough news to steer away from mutual funds, index funds just flat out beat the majority.  More than 80% of mutual funds under perform the stock market’s average returns.  There have been a few years when actively managed fund returns were better than those of the S&P 500 Index, but overall it has outperformed most mutual funds in the past.  Index investing takes the guess work of predicting the future of the market and its sectors, picking stocks, market timing, and other tasks out of the way.  In addition to this, index funds protect investors from the volatility facing those who have their money in stocks or mutual funds alone.  

However, this has not held true in recent times.  The increased volatility of the stock market in combination with novice internet investors has made the dissemination of information vital in regards to stock picking.  As shown by the chart below, the trend of the S&P 500 outperforming managed funds has reversed its course.  Out of 20 U.S. domestic mutual fund classes, only 4 had lower 5 year returns than the S&P 500 index.  Of the 13 international fund classes, only 2 had lower 5 year returns than the S&P 500.  Our conclusion is that the investor does benefit from investing in managed funds, enough so to justify the fees paid in excess of investing in an S&P 500 index fund.  This leads us to conclude that the investor should think twice before blindly investing in an S&P 500 index fund.  (The funds that exhibited lower returns are italicized in Table 2)

Table 2

	Fund Category Performance : Total Returns After Costs
	Average Annual Total Returns For S&P 500 Index Fund After Costs

	Category Name
	1 Year
	3 Year
	5 Year
	1 Year
	3 Year
	5 Year

	Domestic Stock Funds
	
	
	
	
	
	

	Specialty-Technology
	35.2
	-19.21
	-0.4
	24.23
	-10.22
	0.97

	Small Growth
	36.84
	0.12
	8.2
	24.23
	-10.22
	0.97

	Small Blend
	35.75
	11.57
	11.48
	24.23
	-10.22
	0.97

	Small Value
	34.92
	16.23
	12.84
	24.23
	-10.22
	0.97

	Mid-Cap Growth
	28.01
	-6.71
	4.76
	24.23
	-10.22
	0.97

	Specialty-Communications
	23.77
	-20.18
	-5.33
	24.23
	-10.22
	0.97

	Specialty-Real Estate
	35.89
	17.67
	13.63
	24.23
	-10.22
	0.97

	Mid-Cap Blend
	27.7
	5.41
	8.55
	24.23
	-10.22
	0.97

	Mid-Cap Value
	23.9
	7.96
	8.81
	24.23
	-10.22
	0.97

	Specialty-Health
	23.55
	-5.33
	8.45
	24.23
	-10.22
	0.97

	Specialty-Financial
	23.81
	7.49
	7.23
	24.23
	-10.22
	0.97

	Large Growth
	17.64
	-10.91
	-1.91
	24.23
	-10.22
	0.97

	Convertibles
	20.98
	3.2
	7.37
	24.23
	-10.22
	0.97

	Large Value
	16.89
	-0.23
	2.06
	24.23
	-10.22
	0.97

	Large Blend
	15.71
	-5.33
	-0.16
	24.23
	-10.22
	0.97

	Specialty-Natural Res
	24.78
	6.1
	12.03
	24.23
	-10.22
	0.97

	Moderate Allocation
	13.78
	0.14
	2.58
	24.23
	-10.22
	0.97

	Specialty-Utilities
	17.82
	-9.72
	-0.95
	24.23
	-10.22
	0.97

	Conservative Allocation
	9.75
	2.35
	3.56
	24.23
	-10.22
	0.97

	Bear Market
	-23.69
	0.05
	-6.53
	24.23
	-10.22
	0.97

	International Stock Funds
	
	
	
	
	
	

	Specialty-Precious Metals
	102.54
	50.08
	21.99
	24.23
	-10.22
	0.97

	Latin America Stock
	53.18
	6.25
	7.56
	24.23
	-10.22
	0.97

	Foreign Small/Mid Growth
	43.44
	-2
	8.61
	24.23
	-10.22
	0.97

	Diversified Emerging Mkts
	42.83
	11.37
	9.88
	24.23
	-10.22
	0.97

	Pacific/Asia ex-Japan Stk
	37.12
	7.19
	10.36
	24.23
	-10.22
	0.97

	Foreign Small/Mid Value
	42.63
	9.94
	10.2
	24.23
	-10.22
	0.97

	Foreign Large Value
	27.91
	0.53
	4.49
	24.23
	-10.22
	0.97

	Japan Stock
	26.51
	-10.86
	0.24
	24.23
	-10.22
	0.97

	Diversified Pacific/Asia
	25.34
	-4.45
	3.82
	24.23
	-10.22
	0.97

	Europe Stock
	25.66
	-2.19
	3.44
	24.23
	-10.22
	0.97

	World Stock
	23.22
	-4.08
	2.78
	24.23
	-10.22
	0.97

	Foreign Large Growth
	21.5
	-7.88
	-0.87
	24.23
	-10.22
	0.97

	Foreign Large Blend
	21.77
	-5.79
	0.23
	24.23
	-10.22
	0.97
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