
2828

 Table 1.1     Summary of Academic View and Practitioner View  

Topic Academic View Practitioner View

Ability of 
investment
managers to
outperform the 
market averages

No evidence to support this
belief; probability of success
at best very low; not possible
to identify in advance which 
managers will do so.

Can be done by many managers.
Past results and capabilities of an 
investment organization can be used 
as evidence to select managers that can
be expected to succeed in the future.

Fees to managers A cost that should be
minimized by explicit policy 
because higher fees obtain little
or no benefi t for the investor.

A cost that should be accepted gladly to
obtain the services of superior managers
that will outperform the market by 
more than enough to warrant the fee.

Index funds Should be used widely because
their long-term results will be 
superior in both predictability 
and rate of return versus
active management.

Should not be used because superior 
active managers can be identifi ed, and
clients should seek out those superior
managers.
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institutional investors’ portfolios failed to keep pace, let 
alone achieve superior performance. A major New York 
Times  article said, “Th ere is plenty of evidence that pro-s
fessional money managers, on balance, fail to turn in 
superior performance. Th is relatively poor performance 
undoubtedly will add fi re to the argument of those who 
believe money managers should invest some part of 
their assets in so-called market index funds.”34    As Table
  1.2   shows, not only did the performance of the median 
pension fund measured by A. G. Becker fall short of the 
S&P 500, but the magnitude of the shortfall got worse 
in each successive cycle. 

  Table 1.2     Performance of the Median Pension Fund  

S&P 500
Index

Becker 
Median Diff erence

Th ree market cycles 5.3% 4.1% –1.2%

9/30/62 to 12/31/74

Two market cycles 2.1% 0.4% –1.7%

12/31/66 to 12/31/74

Single market cycle 2.2% –0.3% –1.9%

9/30/70 to 12/31/74
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    Figure   1.1    Index Mutual Funds 

  Source:  2016 Morningstar, Inc.  
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    Figure   1.2    Index ETFs 

  Source:  2016 Morningstar, Inc.  
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 Th e stunning reality is that most actively managed mutual 
funds fail to keep up with index funds that match those 
active funds’ chosen benchmarks. Th e problem gets worse 
as the time period gets longer. (Th is is important because 
while they may change specifi c investments or managers, 
most investors will be continuously investing one way or 
another for the next 20, 30, or 40 years or even longer—
and much longer when including the investing years of their 
heirs.) Th e point on low success rates is made dramatically 
in Table   3.1   based on data from Morningstar,  1   the most
trusted independent evaluator of mutual fund performance. 

 Table 3.1     Active Funds’ “Low Success Rate” by Category  

Category 1-Year 3-Year 5-Year 10-Year

Large Blend 27.7% 27.8% 16.3% 16.6%
Large Value 36.5 34.6 19.6 33.7
Large Growth 49.3 18.9 11.9 12.2
Small Blend 50.2 34.9 32.8 24.7
Small Value 66.7 54.1 38.0 38.3
Small Growth 22.3 28.6 20.6 23.2
Foreign Large 63.6 47.6 44.7 33.9
Emerging Markets 63.0 55.9 61.2 42.3

    Source:  Morningstar. Data and calculations as of December
31, 2015.  
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 Most investors will not recognize these data. As many 
might say, “Th e performance numbers I’ve seen are much 
more favorable than these. Something must be wrong.”
What’s wrong is this: Th e way numbers are reported in
advertisements and promotional materials gives investors
a false “enhanced” impression of the capabilities and per-
formance of active managers. Unfortunately, this decep-
tion is not accidental.

 No law or regulation requires mutual fund organiza-
tions to keep reporting funds they no longer manage, 

    Figure   3.1    How Closed Funds Declined at Th eir End 

(6 months
prior to
closure)

(12 months
prior to
closure)

(18 months
prior to
closure)

−1.03%

−2.47%

−3.98%

  Sources:  Vanguard calculations, using data from Morningstar, Inc.  
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2015201420132012201120102009200820072006200520042003200220012000

All
Domestic
Funds

S&P
Composite
1500

S&P
MidCap 400

S&P
SmallCap
600

S&P 500
Growth

S&P 500
Value

S&P
MidCap 400

S&P
MidCap 400
Value

S&P Small
Cap 600
Value

S&P
SmallCap
600 Value

S&P 500

40.5 54.5 59.0 47.7 51.4 44.0 67.8 48.8 64.2 41.7 57.6 84.1 66.1 46.1 87.2 74.8

36.9 57.6 61.0 64.6 61.6 44.5 69.1 44.8 54.3 50.8 61.8 81.3 63.3 55.8 86.4 66.1

78.9 67.3 70.3 56.4 61.8 76.0 46.7 46.4 74.7 57.6 78.2 67.4 80.5 39.0 66.2 56.8

70.7 66.4 73.6 38.8 85.0 60.5 63.6 45.0 83.8 32.2 36.0 85.8 66.5 68.1 72.9 72.2

16.0 87.5 71.8 44.7 39.5 31.6 76.1 31.6 90.0 39.1 82.0 96.0 46.1 42.7 96.0 49.3

54.5 20.6 39.4 78.5 83.2 58.8 87.7 46.3 22.1 46.2 34.7 54.3 85.0 66.6 78.6 59.1

78.4 79.0 87.0 31.7 59.7 78.6 34.9 39.3 89.0 59.7 82.1 75.4 87.2 36.7 56.2 79.9

94.8 55.8 74.3 81.9 63.6 71.8 38.4 56.1 67.1 47.8 71.8 64.9 76.2 45.3 73.6 32.4

73.0 81.3 94.2 35.3 93.6 72.2 52.1 39.4 95.5 33.5 72.7 93.8 63.7 55.6 64.5 88.4

74.4 48.7 37.5 49.3 77.5 46.0 77.0 39.9 72.5 26.3 51.8 83.0 61.8 79.0 94.3 46.6

Fund
Category

Benchmark
Index

All Large-
Cap

All Mid-
Cap

All Small-
Cap

Large-Cap
Growth

Large-Cap
Value

Mid-Cap
Growth

Small-Cap
Growth

Mid-Cap
Value

Small-Cap
Value

 Table 3.2     Annual League Table of Outperformance of Active Fund Managers

 Source:  S&P Dow Jones Indicies LLC, CRSP. Data as of December 3, 2015. Outperformance is 
based on equal-weighted fund counts.
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  Table 3.3     Percentage of U.S. Equity Funds
Outperformed by Benchmarks

Fund Category Comparison Index

S&P Composite 1500

S&P 500

S&P MidCap 400

S&P SmallCap 600

S&P Composite 1500

S&P 500 Growth

S&P 500 Value

1-Year (%)

74.8

66.1

56.8

72.2

73.6

49.3

59.1

3-Year (%)

80.9

75.8

61.6

81.7

79.6

76.3

78.7

5-Year (%)

88.4

84.1

76.7

90.1

88.6

86.5

82.1

10-Year (%)

83.2

82.1

87.6

88.4

88.3

93.6

31.00

All Domestic Equity
Funds

All Large-Cap Funds

All Mid-Cap Funds

All Small-Cap Funds

All Multi-Cap Funds

Large-Cap Growth
Funds

Large-Cap Value
Funds

    Source:  S&P Dow Jones Indices LLC, CRSP. Data as of 
December 3, 2015. Outperformance is based on equal-
weighted fund counts.   

 Table   3.4  , shows over a 10-year period, a stunning 40 
percent of mutual funds were terminated within 10 years.
In addition, only 36 percent of funds stayed on policy 
and maintained a consistent style of investing.

 While the popular myth is that active investors should 
have a signifi cant competitive advantage in less effi  cient
markets such as small-cap stocks and emerging markets,
hard data show little support for those beliefs. Contrary 
to the popular expectation that “this market is diff erent,” 
Table 3.5  shows that the rate of failure in international 
funds is similar. (A few small markets may be exceptions.)
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Fund Category
No. of Funds
at Start Survivorship (%)

Style
Consistency (%)

10-Year

All Domestic Funds

All Large-Cap Funds

All Mid-Cap Funds

All Small-Cap Funds

All Multi-Cap Funds

Large-Cap Growth Funds

Large-Cap Value Funds

Mid-Cap Growth Funds

Mid-Cap Value Funds

Small-Cap Growth Funds

Small-Cap Value Funds

2,110

672

355

475

608

204

200

171

89

184

88

60.0

56.4

60.6

63.2

61.9

49.0

66.5

51.5

73.3

54.9

75.0

35.9

39.1

30.0

41.9

31.4

35.3

48.5

32.8

20.9

44.6

36.4

 Table 3.4     Survivorship and Style Consistency of U.S. 
Equity Funds Are Both Low      

 Source:  S&P Dow Jones Indices LLC, CRSP. Data as of 
December 3, 2015. Outperformance is based on equal-
weighted fund counts.

In high-yield bonds, emerging-market debt, and other 
less effi  cient markets, analysis and issue selection appear
to be rewarding, particularly in avoiding serious risk.)
Many believe the “smart money” has moved into hedge 
funds or activist funds, but after fees and taxes, the overall 
results are far from encouraging, and given the number of 
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terminations, the search for successful funds is seriously 
challenging, particularly after taxes.

 Table   3.5   shows how many “international” funds lagged 
behind their chosen benchmarks over the past 10 years.

 Th e specter of underperformance that now haunts 
active investing will not go away. It will get worse for a 

 Table 3.5     Percentage of International Funds that Lag 
Benchmarks 

Fund Category Benchmark Index
10-Year 
Percentage

Global S&P Global 1200 79.2%

International S&P International
700

84.1%

International 
Small-Cap

S&P Developed
Markets

Ex-U.S. SmallCap

58.1%

Emerging 
Markets

S&P/IFCI
Composite

89.7%

    Source:  S&P Dow Jones Indices LLC, Morningstar. Data 
periods ending December 31, 2015. Past performance is no
guarantee of future results. 
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 Th e unusual pricing phenomenon continued, even 
accelerated, as a new group of expert intermediaries 
entered the market as consultants to corporate and pub-
lic pension funds and endowments on manager selection.
Of course, the fees paid to these advisers added to the 
cost structure for active investment management. So, 

    Figure   4.1    Fund Executives Expect Th eir Managers to Out-
perform  After  Fees r

Basis
points
140

120

100

80

60

40

20

0
Total
funds

Corporate
funds

Public
funds

Endowment
funds

Union
funds

Source: Greenwich Associates’ 41st annual study of 
institutional investors in 2015. 




