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An index fund is a type of managed
fund. In fact, the name ‘managed’
fund might be a misnomer. Index
funds could be more accurately
described as ‘administered,’ rather
than managed. This is because the
index fund manager tells investors
exactly what it will do with money
that they invest.

The All Ordinaries Index (AOI) is
the weighted average of the
largest 500 companies traded on
the ASX. On the Australian
market, these companies account
for about 99% of the enre
market.

Index funds don’t try to beat the
market, as measured by an index such
as the ASX 200, instead they try to
match the index. They do this by
holding the same shares in the same
proporons as they occur in the ASX
200. The sample matches the
populaon. This means the sample
should experience the same results as
the populaon. So if the ASX 200 goes
up by 1%, the index fund will go up by
1% too.
Sounds great, but remember if the
ASX 200 falls by 10% the index fund
will fall by 10% too.
Are index funds big?
Index funds are huge! They have
hundreds of billions of dollars
invested in them, right around the
world, in thousands of diﬀerent
funds.

Who uses Index funds?
Warren Buﬀet says you should use
index funds. And he has been saying
this for decades:
In 1993, he had the following to say:
“By periodically invesng in an
index fund, the know-nothing
investor can actually out-perform
most investment professionals.
Paradoxically, when "dumb"
money acknowledges its
limitaons, it ceases to be dumb.”
What is an index?
An index is a number. This number
represents the change in the value of
a number of securies that have been
grouped for the purpose of
‘measuring the market.’ A commonly
quoted index is the ‘All Ordinaries
Index’ (AOI).
The AOI is the weighted average of
the largest 500 companies traded on
the ASX. On the Australian market,
these companies account for about
99% of the enre market. Therefore,
the AOI is basically the average
performance of the enre market.
For this reason, invesng in an index
fund that tracks such a broad index is
somemes said to be basically
invesng in the share market as a
whole.
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The reason some people prefer
passive investment is the belief
that acve investment managers
somemes struggle to jusfy
their fees. And, in truth, they do
not ﬁnd it diﬃcult to jusfy this
conclusion.

It's not uncommon for acvely
managed funds to discretely
mimick index funds. They are
known as "closet index funds."
Beware! Unlike Index Funds
these managed funds
charge high fees.

Index funds – An example of passive
investment
Indexing involves the fund purchasing
a representave sample of shares, in
accordance with the proporons of
the index that the company
represents. For example, if a
company’s shares make up 2% of the
total value of the index, then the
index fund will allocate 2% of its
investment funds to shares in that
company.
This strategy is oen described as
‘passive’ because the fund manager
does not try to predict the future
performance of individual shares.
Instead, the fund manager merely
follows the market’s esmaon of this
future performance.
The opposite of passive management
is known as ‘acve management.’
Acve management is where the fund
manager deliberately tries to pick
those assets that will do well and/or
avoid those that will perform poorly.
Why passive investment?
In a nutshell, the reason some people
prefer passive investment is the belief
that acve investment managers
somemes struggle to jusfy their
fees.

Consider this: In an arcle dated 8
July 2004, Fairfax and ABC journalist
Alan Kohler detailed how only one
fund manager in a comprehensive
survey beat the All Ordinaries Index.
No managed superannuaon fund
was able to do this.
Why would passive investment be
expected to outperform acve
management?
The basic reason is fees. The fees
aached to managed funds are
obvious. Consider this example. An
investor has $100,000 to invest in the
share market, and chooses an acvely
managed fund. The fund manager
pays a commission of 3% - or $3,000 –
to the adviser. The fund manager also
employs an analyst (who charges his
own fee) to sit down and think
through how the money should be
invested. By the me the money is
actually invested into the market,
there is $96,000 le.
This means that in the ﬁrst year of the
investment, the fund has to earn
4.16% just to bring the balance back
up to $100,000.

INDEXING INVOLVES THE FUND
PURCHASING A REPRESENTATIVE
SAMPLE OF SHARES IN
ACCORDANCE WITH THE
PROPORTIONS OF THE INDEX
THAT THE COMPANY
REPRESENTS.
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Compare this situaon to an index
fund investment where the overall
cost of fees can be as low as .5%
($500). So in this case, $99,500 has
made it into the market. This means
that the index fund only has to
achieve a return of 0.526% to get the
balance back up to $100,000.
Remember, over me most acve
managers will revert to the average
performance. The passive manager
will have been there all along. But as
the name suggests, the acve
manager does a lot more work in
geng this result – and this work
costs money. Index funds happily
accept the market average; and the
fact that this acceptance allows them
to avoid most of the fees and taxes
that the acve manager incurs.

INDEX FUNDS ARE
ALSO KNOWN AS EXCHANGE
TRADED FUNDS or ETFs.

Index funds and Accepng the
Average
Over a 100 year period (1901 - 2001),
the average annual performance of
every share traded on every exchange
in Australia was 7.5% plus inﬂaon.
This ﬁgure was obtained by the
Australian Securies and Investments
Commission. Note that the return is in
addion to the inﬂaon rate. What
this means, is that the purchasing
power of a dollar invested in such a
way as to achieve the market average
would have doubled every ten years
or so. By the end of the 100 year
period, $1 invested, such that it
obtained the market average, would
have been worth just over $1,000 – in
real terms.
Invesng is not a winner takes all
acvity and being average is usually
quite good.
Some other Beneﬁts of Index Funds
There are some other beneﬁts of
index funds that are oen
commented upon. As described on
the next page, these beneﬁts come
down to eﬃcient risk management.

%

The All Ordinaries Index is
considered the barometer for the
Australian stock exchange.

7.5%: The average annual
performance of every share traded by
the ASX over a 100 year period.
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Beneﬁts: Automac Diversity
The predominant retail index fund in
Australia is the Vanguard Index
Australian Shares Fund (‘VIASF’). The
VIASF tracks the ASX 300. To do so, it
buys shares in approximately 265
companies traded on the exchange.
(It does not hold shares in the
smallest 35 shares in the ASX 300, as
these shares make up such a small
component of the index that holding
them would not aﬀect the return).
This represents opmum diversity.
While it is a given that the 265 shares
that are held will include some poor
performers, taking the cue from
history, most of the shares will
perform well over me - remember
the long term average of 7.5% plus
inﬂaon was for the average
Australian share. The more shares
that are owned, the more likely the
return will be average.

INDEX FUNDS OFFER THE
MOST EFFICIENT MEANS
OF OWNING A
DIVERSIFIED PORTFOLIO.

It would be virtually impossible for
any individual to own shares directly
in these 265 companies. The
administrave and brokerage burden
would be too great. Therefore, the
index fund oﬀers the most eﬃcient
means of owning a diversiﬁed
porolio.

Results

Beneﬁts: Ease of Management
In addion to automac diversity,
index funds also facilitate easy
management. One of the main arenas
in which this advantage manifests is
where the investor is an SMSF. At the
end of the ﬁnancial year, the index
fund manager will provide the
investor with a short summary of all
the transacons during the year. The
summary will also show how the
informaon should be accounted for.
The informaon provided by the
index fund manager makes the annual
accounng and auding task a lot less
me-consuming.

In contrast, Index-fund managers don't
try to beat the market. Their job is to
be the market.

Remember, invesng in Index funds
automacally makes you an
above-average investor. Ironically, in
trying to beat the market, the majority
of investors and fund managers will
fail to even match the market.

INDEX FUNDS REPRESENT
OPTIMUM DIVERSITY. WHILE IT IS
A GIVEN THAT THE SHARES THAT
ARE HELD WILL INCLUDE SOME
POOR PERFORMERS, TAKING THE
CUE FROM HISTORY, MOST OF
THE SHARES WILL PERFORM
WELL OVER TIME.

Index funds also lend themselves to
internet banking, whereby you can
automate your buying of units in the
fund.
INDEX FUNDS REPRESENT
STOCK MARKET DIVERSITY
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When should index funds not be used
SHARE MARKET
INVESTMENTS OF ANY
SORT ARE NOT FOR
INVESTORS WITH A SHORT
TERM HORIZON. THIS
INCLUDES INDEX FUNDS.

Index funds do have some drawbacks.
These include:
Short term volility
Index funds that invest in the share
market will perform with considerable
volality in the short term. This is
because the share market is volale.
If the investor only has a short term
horizon (eg if the investment will only
last a year or two), then the index
fund may not be appropriate. More
precisely, a share market investment
of any sort is typically not appropriate
for investors with a short term
horizon.

Some sharemarket investors
choose not to invest in shares in
companies that are involved in
certain acvies. Gambling,
alcohol, mining, mber etc are
commonly avoided by what are
known as ‘qualitave investors.

Unsuitability for ‘Ethical Invesng’
Some sharemarket investors choose
not to invest in shares in companies
that are involved in certain acvies.
Gambling, alcohol, mining, mber etc
are commonly avoided by what are
known as ‘qualitave investors.’ Index
funds, almost by deﬁnion, cannot
avoid these types of companies.

More recently, large providers have
begun oﬀering investment products
tailored to suit the needs of ethical
investors. As menoned above, these
funds exclude fossil fuel reserves,
alcohol, tobacco, gambling, weapons,
nuclear power and adult
entertainment.
A quick summary of the beneﬁts of
using index funds
They have great corporate
governance.
They are very low cost.
They do not pay commissions
and similar inducements.
They consistently out-perform
acve fund managers: most
fund managers cannot beat
the market.
They do not cause as much
stress or take up much me.
Very lile emoonal involvement.
They provide great
diversiﬁcaon.
They provide liquidity
They are very long term: ten
years or more.
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What would $10,000 invested in 1988 be woth now?
A look at the performance of some of the major asset classes.
$10,000 invested in 1988

Value in 2018

Returns P.A

US shares

$206, 367

10.6%

Australian shares

$136, 435

9.1%

Listed property

$115, 839

8.5%

Australian Bonds

$99,412

8%

Internaonal shares

$84,798

7.4%

Cash

$58,904

6.1%

Listed property refers to a
speciﬁc class of property
which is subject to a special
set of tax rules. If propery is
predominantly used for
business purposes then it
can be depreciable.

Stascs sourced from Vanguard: www.vanguard.com.au. Acccessed: April 05, 2019
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The ASX is the 16th largest
Stock Exchange in the
world with a capitalisaon
of US $1.3 trillion.

GENERAL ADVICE WARNING
The advice may not be suitable to you because it
contains general advice which does not take into consideration
any of your personal circumstance. All strategies and information provided
on this website are general advice only.

PO Box 209 Black Rock Victoria 3193 | 71 Tulip Street, Cheltenham, VIC, 3192
P: (03) 8516 5363 | F: (03) 8677 9583 | www.legaledocs.com.au

