
Improved Study Finds Index Management Usually 
Outperforms Active Management 
by Millicent Holmes  
 
 
Executive Summary 

• This study seeks to improve in several ways upon previous studies examining the relative
performance of index management versus active management. It concludes that index 
management outperforms active management in most asset classes.  

• To make comparisons between index management and active management as accurate 
as possible, the study segregated funds by style and then compared funds of the same 
style. This "apples to apples" comparison is the most accurate methodology. Many other 
studies suffer from some level of benchmark mis-specification or "size bias," as they 
compare all actively managed funds, which include Large-, Mid-, Small-, and Micro-cap 
funds to a Large-Cap Blend index, the S&P 500.  

• Many studies on indexing versus active management have used only gross returns, 
which tend to overstate active manager fund performance. By contrast, this study 
examines fund performance net of management fees, expenses, and the impact of taxes.

• Also, these studies typically have used commercial mutual fund databases as their 
investment universe. Unfortunately, all commercial databases suffer from survivor bias, 
overstating the returns for the universe of active managers that have survived to the 
present date. This study uses "survivor-biased minimized" data to help solve this 
difficulty.  

• In general, index management outperformed active management in the Large-Cap Blend,
Value, and Growth asset classes. The results in Mid-Cap were mixed, with active Mid-
Cap Value outperforming index management for most periods. Active management also 
outperformed in active Small-Cap Blend and international Mid/Small-Cap Blend.  

• Surprisingly, indexing outperformed active management in the active Small-Cap Value 
and Growth asset classes, precisely the asset classes in which one would expect active 
management to outperform index management. 
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The debate between active management and index management has raged for many years. 
While many studies have been conducted to solve the question of whether index management 
outperforms active management, we have found that several of these studies contain basic flaws.
Chief among them is benchmark mis-specification, where these past studies did not make 
accurate asset class or style comparisons; rather, they tended to compare all actively managed 
funds—which include large-, mid-, small- and micro-cap funds—with one large-cap blend index, 
the S&P 500. Another flaw involved the comparison of actively managed funds with indices rather
than with index funds. This is an important distinction, since many index funds have not 
successfully replicate their indices. An additional flaw involved the use of gross returns, which 
tended to overstate active manager fund performance. Finally, the most prevalent flaw has been 
survivor bias. Many studies on indexing versus active management used commercial mutual fund
databases as their investment universe. Unfortunately, all commercial mutual fund databases 
suffer from survivor bias, meaning they exclude the track records of funds that have ceased doing
business, overstating the returns of the universe of active managers that remain. 



  
Our study attempts to rectify the flaws in previous studies by making accurate asset class and 
style comparisons, accounting for management fees, expenses, and taxes, as well as 
incorporating mutual fund data that minimizes survivor bias. Through examination of current and 
survivor-bias-minimized fund data as well as other academic studies on this issue, we found that 
index management outperformed active management in most asset classes. Our results confirm 
the findings in other previous studies in the Large-Cap Blend, Value, and Growth asset classes, 
where index management outperformed active management. But surprisingly, our results differ 
from other studies in the Small-Cap Growth, Small-Cap Value, and International Large-Cap Blend
asset classes where index management outperformed active management. 

Methodology 

Most investors do not directly invest in indices, they invest in index funds. Therefore, we focused 
this study on the comparison between active fund management and index fund management. In 
so doing, we compared the performance of the universe of actively managed funds relative to 
their counterpart index funds in the ten years from 1995 to 2004, using the data and fund 
classifications of the Morningstar database. The Morningstar database, which includes over 
23,000 funds, is the largest fund data set in the industry. In addition to Morningstar, we also used 
survivor-bias minimized data from the Lipper database. 
  
To make the comparison as accurate as possible, funds were segregated by style and then 
comparisons were made between funds of the same style. For example, we compared Large-Cap
Blend index funds with Large-Cap Blend actively managed funds. To further ensure a close 
comparison, the Morningstar fund category and equity style box must be in the same asset class 
for a fund to be included in the domestic Large-, Mid- or Small-Cap asset classes. For example, a
fund whose Morningstar category was Small-Cap, but whose equity style box indicated that it had
grown to Mid-Cap, would not be included in either the small- or mid-cap asset classes, but 
excluded from the study altogether. We segregated international funds using Morningstar's 
classification between International Large-Cap and International Mid/Small-Cap. For the 
International category, we excluded individual country, region, and sector funds. Each fund in the 
International category must have regional allocations that were between 20–80 percent Europe 
and 5–50 percent Japan. Tax-managed funds were included in the index fund universe, not the 
actively managed fund universe. 

Net of Fees and Taxes 

Many past studies on indexing versus active management have not included investment 
management fees or the impact of taxes. By contrast, this study examines fund performance net 
of management fees and expenses. Additionally, we use the most conservative method to 
measure the impact of taxes—return after-tax on distribution and sale—which reflects the effect 
of both taxable distributions by a fund to its shareholders and any taxable gain or loss realized by 
the shareholders upon the sale of fund shares. 

Survivor Bias 

As noted earlier, our comparison of active versus index funds in the U.S. Large-Cap, Mid-Cap, 
Small-Cap, International Large-Cap, and International Mid/Small-Cap asset classes were taken 
from the Morningstar Database. Unfortunately, all commercial mutual fund databases, including 
Morningstar, suffer from survivor bias, meaning they exclude the track records of funds that have 
ceased doing business. Many of these databases also accept return histories after the fact, 
known as back-filling or instant history bias. 
  
Excluding the track records of funds that have ceased doing business tends to inflate the returns 



of the universe of active managers that remain. Brown and Goetzmann (1995); Carhart (1997); 
and Carhart, Carpenter, Lynch, and Musto (2001) demonstrated that funds tended to disappear 
from mutual fund databases following sustained periods of poor performance. Thus, using data 
free of survivor bias lowers the returns of active manager universes to a level that more 
accurately reflects their true performance. 
  
Several studies have provided estimates of survivor bias, including Grinblatt and Titman (1989); 
Malkiel (1994); Brown and Goetzmann (1995); Elton, Gruber, and Blake (1996); Swenson (2000);
and Carhart, Carpenter, Lynch, and Musto (2001). Their estimates of survivor-bias range from .10
percent to as high as 2.2 percent a year. The academic studies on survivor bias serve to enhance
the reasons for using data free of survivor bias. But it appears specious to use the bias estimates 
from these studies for comparisons that do not cover the same period or use the same 
methodology. 
  
To directly examine survivor-bias-free data, we sought a database that was free from this bias 
and found that it had issues as well. The CRSP (Center for Research in Security Prices) Survivor-
Bias Free U.S. Mutual Fund Database uses the method of segregating funds via prospectus 
objective: "Growth," "Growth and Income," "Aggressive Growth," and so forth. Unfortunately, 
these prospectus objectives are not specific enough to provide accurate comparisons, given that 
the "Growth" objective could include both Large-Cap and Mid-Cap funds. Additionally, Elton, 
Gruber, and Blake (2001) found that the CRSP database has an omission bias that has the same
effect as survivor bias. Elton et al. found that "although all mutual funds are listed in CRSP, return
data is missing for many and the characteristics of these funds differ from the populations." 
  
To attempt to solve the survivor-bias issue, we used "survivor-bias minimized" data sets from the 
Lipper database. This data was compiled by segregating funds by asset class and investment 
style and then calculating equally weighted averages of these monthly fund returns. These 
average returns were linked geometrically. This Lipper data is net of fees. All funds that existed 
for the entire month were included in each monthly return, but any fund that closed or merged 
during that month would not be part of the performance calculation for that period. For example, 
the Small-Cap Blend return for January 2004 is the return for all Small-Cap Blend funds included 
in the Lipper category for that month. 
  
Unfortunately, similar to the CRSP database, this "survivor-bias minimized" data do not separate 
index funds from actively managed funds. But the current breakdown within each category 
indicates that the average Small-Cap series has only 10 percent index or index-based funds, 
while the average International series has only 5 percent index or index-based funds. Thus, these
"survivor-bias minimized" data series can be classified as largely active manager data sets. 
  
We find that survivor bias is not an issue in performance comparisons between active and index 
management in the Large-Cap Blend, Value, or Growth asset classes. As indexing largely 
outperforms active management in these asset classes, using survivor-bias-minimized data 
would only serve to strengthen this conclusion. But we find that survivor-bias-minimized data has 
a particular impact on performance comparisons between active and index management in the 
Small-Cap and International asset classes. 

 



 
 

Study Findings 

We find that index management outperforms active management in the Large-Cap Blend, Value, 
and Growth asset classes on a pre-tax and an after-tax basis (See Tables 2 and 3). For example, 
the pre-tax ten-year average for Large-Cap Blend Index was 11.6 percent, versus 10.4 percent 
for Large-Cap Blend Active. While the conclusion in the Large-Cap asset classes does not 
preclude the existence of successful Large-Cap active managers, these results provide guidance 
that this is a less productive area to search for active management. 





 

 
 



The results in Mid-Cap were mixed. In the Mid-Cap Blend and Growth asset classes, index 
management outperformed active management on a pre-tax and after-tax basis. For example, 
the pre-tax ten-year average for Mid-Cap Blend index management was 15.9 percent, versus 
14.9 percent for active management and 13.9 percent for the survivor-bias-minimized average of 
Mid-Cap Blend active management. On an after-tax basis, Mid-Cap Blend index management's 
performance was 11.12 percent over the ten-year period, versus 10.27 percent for Mid-Cap Blend 
active management. (After-tax survivor bias minimized data was not available.) 
  
In Mid-Cap Value, active management outperformed index management over the last five years 
and three years but not over the last one-year period. It should be noted, however, that the Mid-
Cap results could be affected by the small sample sizes in these asset classes. 
  
In the Small-Cap Blend asset class, active management continued to outperform index 
management, even when using survivor-bias-minimized data. But as markets have become 
progressively more efficient, this outperformance trend may be nearing an end. For example, 
while Small-Cap Blend active management outperformed index management on an after-tax 
basis over the last five and ten years, it underperformed over the last one-year and three-year 
periods. Surprisingly, indexing outperformed active management in the Small-Cap Value and 
Growth asset classes, precisely the asset classes that one would expect active management to 
outperform index management.  
  
We have observed an evolution in the relationship between indexing and active management in 
the International Large-Cap Asset class over the last four years. In 2002, we conducted an 
unpublished study on indexing versus active management that indicated that in the International 
Large-Cap Blend asset class, active management outperformed index management. But as with 
Mid-Cap Value and Small-Cap Blend, there were indications that this margin of outperformance 
was narrowing. Based on the findings of this more recent study, it would appear that indexing has 
taken a small lead over active management in the International Large-Cap Blend asset class. 
  
The improvement of indexing relative to active management in the International Large-Cap asset 
class is likely due to the progression of information efficiencies on a global basis. Information 
efficiencies appear to affect Large-Cap International stocks the same way they affect Large-Cap 
U.S. stocks. (Just as there are hundreds of analysts that evaluate IBM or Microsoft, there are a 
similar number of analysts that evaluate British Petroleum or Sony.) 
  
Active management has outperformed index management in the International Mid/Small-Cap 
Blend asset class. However, our data show signs that this trend may be nearing an end. In the 
International Mid/Small-Cap Blend asset class, active management has outperformed index 
management over the longer-term eight-year period, but during more recent periods, indexing 
has outperformed active management. 
  
Generally, we observed that while taxes had a greater adverse impact on active management 
than index management, the use of after-tax returns did not change the conclusion in any asset 
class. For example, if index management outperformed active management on a pre-tax basis, it 
also outperformed on an after-tax basis. 
  
Over the years, we have observed that financial markets have become progressively more 
efficient. This increased efficiency can potentially explain the above-noted pattern of improvement 
in the near term performance of index management relative to active management in the Mid-
cap, Small-Cap, and International asset classes. 
The sample sizes of several of these index universes were small. For example, the International 
Mid/Small-Cap Blend index universe consisted of only one fund. These small sample sizes can 
potentially affect the results of this analysis. While this situation would usually cause concern, 
these small index fund universes typically consist of Vanguard or DFA funds, which are known to 



have successfully tracked their respective indices. (More detail on sample sizes and dispersion is 
included in the appendix.) 

Style Box Comparison 

As index funds can periodically be unsuccessful in replicating their respective indices, we also 
compared the active manager universe to the Standard & Poor's Blend and S&P/Barra Growth 
and Value indices. (As the Standard & Poor's indices require companies to have at least four 
quarters of profitability prior to inclusion, these indices appear to present an appropriate 
comparison against actively managed funds.) The conclusion: over the last ten years, the S&P 
indices outperformed the majority of actively managed funds in all U.S. asset classes. While this 
outcome is daunting, we observed somewhat better relative performance by active managers 
during the bear market from 2000 through 2002. For example, while the S&P Small Cap 600 
Value Index outperformed 80 percent of the active small-cap value managers over the longer ten-
year period, this index outperformed only 28 percent of the active managers during the bear 
market from 2000 to 2002. (See Tables 4 and 5.) 

 

 



Performance Persistence 

Academics who have evaluated the viability of active management have often examined active 
managers' ability to generate consistent (or persistent) performance. Persistence is defined as a 
positive relationship between performance in an initial ranking period and a subsequent 
evaluation period. Often persistence studies seek to solve the question: Do winners repeat? In 
other words, if a fund generates the best performance in the first period, will it produce the best 
performance in the second period and, as a result, can investors make decisions based on a 
fund's past performance? 
  
The question of persistence has been an area of extensive academic study. While the results are 
mixed, most of these studies have found some evidence of persistence in fund performance. For 
example, although Jensen (1969) found no evidence of persistence, many others observed 
performance that persisted for one to three years. It is important to note that several of these 
studies found that the persistence phenomenon was mainly due to the persistent 
underperformance of the lowest returning funds. Table 6 is a graphic presentation of the major 
studies on performance persistence. 





Summary 

Through examination of current and survivor-bias-minimized fund data, as well as other academic 
studies on this issue, we find that index management outperformed active management in most 
asset classes. 

• Surprisingly, index management outperformed active management in the Small-Cap 
Value and Small-Cap Growth asset classes—precisely the asset classes where one 
would expect active management to outperform.  

• In the areas where active management outperformed index management, there were 
signs that this trend may be nearing an end. For example, active management in Mid-
Cap Value and Small-Cap Blend outperformed index management over longer periods of 
five and ten years, but underperformed index management in near-term one-year or 
three-year periods.  

• As index funds can periodically be unsuccessful in replicating their respective indices, we 
also compared the active manager universe to the Standard & Poor's Blend and 
S&P/Barra Growth and Value indices. The S&P indices outperformed the majority of 
actively managed funds in all U.S. asset classes, including Mid-Cap Value and Small-
Cap Blend.  

• Finally, we reviewed academic studies that examined the "persistence" of investment 
manager performance. Often, persistence studies examine active manager's ability to 
generate consistent (or persistent) performance. While most of these studies found some 
evidence of persistence, it is important to note that several of these studies found that the 
persistence phenomenon was mainly due to the persistent underperformance of the 
lowest returning funds. 

Practical Applications for Financial Planners 

Given that index management has outperformed active management in most U.S. asset classes, 
financial planners can use index funds to improve their clients' pre-tax and after-tax performance, 
in addition to lowering portfolio expenses. (Please see Table 7, which contains the average 
expense ratios for the U.S. Large-Cap, Mid-Cap, Small-Cap, International Large-Cap and 
International Mid/Small-Cap asset classes.) For example, while the average expense ratio in the 
actively managed Large-Cap Blend asset class is 1.35 percent, diversified index funds managed 
by high-quality organizations can be accessed with expense ratios as little as .09 percent. 
Financial planners with clients in higher marginal tax brackets may also find that tax-managed 
index funds or separate accounts are attractive alternatives. While tax-managed index funds and 
separate accounts typically possess higher investment minimums (for example, $10,000–$1 
million) as well as modestly higher expense ratios than typical index funds, many of these 
vehicles have successfully avoided capital gains distributions through active tax-loss harvesting. 



 

 

In the Mid-Cap Value, Small-Cap Blend, and International Small-Cap asset classes, active 
management outperformed index management. But financial planners who allocate to active 
management in these asset classes will likely face unique challenges. As these asset classes 
have generated exceptional performance in the last five years, assets have streamed into them, 
causing many funds to close to new investors. Additionally, while active management has 
outperformed index management in these three asset classes, this trend may be nearing an end. 
Financial planners could choose to allocate to active managers within these asset classes until 
the trend of active management outperformance ends. However, planners must consider that 
once the trend ends, reallocation from active management to index management could result in 
greater turnover and realized gains than may be appropriate for their clients. 
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