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The nineties saw a large increase in the popularity of low
cost funds that simply tracked stock market indices. Sold
as a cheap, buy and forget investment many individual
savers were persuaded to invest a significant part of their
savings in them in the belief that they were adopting a low
risk or passive strategy. But were they? Even a cursory
look around the world today suggests quite the opposite.
Index tracking is a surprisingly aggressive strategy.

The technology bubble of the later nineties illustrates this very
well. At the peak of enthusiasm for technology, media and tele-
com stocks in March 2000 Vodafone stood at 399p and was
close to 14% of the FTSE 100 Index. Nearly a decade on the
shares are languishing at 150p and 5.4% of the index. Inves-
tors lost a lot of money.

The old

The problem is that virtually all indices are constructed using
stock market capitalisation to work out how much to invest in
each company. And to get the market capitalisation you simply
multiply the number of shares in issue by the price. Whether
they are cheap or expensive is not even considered.

Poor diversification is another problem. An index can only in-
clude companies listed in a particular market or region and the
result of this is shown in the table below. Just look at how
much money a US index tracker would invest in technology
stocks compared to a UK one. Seventeen times more! Given
the long term attractions of information technology that is al-
most as hard to explain as why an investor in a Japanese in-
dex tracker should have virtually no investment in oil and gas
shares. Rather misleadingly these figures are all referred to in
the investment industry as “neutral” positions!

Of course all we are really looking at is an accident of history.
The US is the intellectual home of the global information tech-
nology industry which includes Microsoft, Intel and Cisco to
name a few. The UK on the other hand hosts several global

multinationals with roots that stretch back to the days of Em-
pire, for example BP, Shell and Rio. As centre of the world’s
mining finance industry we also host a raft of international min-
ers including Anglo-American and BHP Billiton although we
have no mining industry ourselves. Japan’s market reflects its
success in manufacturing which shows up in the “neutral” 44%
invested in the industrial and consumer goods sectors.

With both stock selection and asset allocation determined
purely by size and availability you are actually making some
pretty large bets when you invest in an index tracker. It is about
as far from a passive, low risk investment strategy as you can
get.

The new

Before index tracking became popular portfolios were designed
to satisfy investors’ objectives. If income was required then a
portfolio held a selection of high yielding stocks and bonds.
Risk was reduced by investing in different industries and hold-
ing enough stocks to limit the damage when one had a prob-
lem. While this may seem less scientific and is hard to put on a
spreadsheet it makes rather more sense.

The institutional investors, who championed indexation have
been adapting to cope with these problems. For years UK pen-
sion funds have been switching from UK to international equi-
ties. On the face of it this might seem odd. After all, with liabili-
ties in sterling why not keep the assets in sterling?

The answer is simple: The term “UK equities” is misleading. By
market capitalisation the UK equity market is dominated by a
dozen or so global multinationals that largely report in US dol-
lars. If you are going to invest in global multinationals why limit
yourself to those listed in the UK? Why not invest in the best
you can find? Furthermore, just look how diversification is im-
proved.  The arguments are compelling.

So if conventional index tracking is such a high risk strategy
why do so many investors continue to pursue it? Arguably for
no better reason than their business model is tied to it and ac-
tuaries continue to back the pseudoscience behind it. There
have been some interesting developments lately though.

FTSE International and First Research Affiliates LLC, a Califor-
nian investment research firm, have developed a series of indi-
ces based not on price but on the fundamental criteria of Book
Value, Sales, Cash Flow and Dividends. As a share becomes
more expensive and overvalued these indices will include less
of it. When a bubble bursts less money is lost and when shares
are cheap more is invested in them. Leading French business
school EDHEC has taken another approach using risk meas-
ures to aid index construction.

Both sound suspiciously like the way experienced investment
managers have managed their clients’ money for decades.

Out with the old, in with the old!
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F T S E  Wo rld Inde x % UK USA EU* Japan Total
Oil & Gas 20 11 10 1 10

B asic M aterials 14 3 8 8 8

Industrials 4 12 11 20 12

Co nsumer Go o ds 12 10 10 24 12

Health Care 8 12 7 5 9

Co nsumer Services 9 12 5 8 9

Teleco mmunicatio ns 7 3 8 4 4

Utilit ies 4 3 6 5 4

Financials 21 18 30 17 22

Techno lo gy 1 17 4 7 11

To tal 100 100 100 100 100

So urce: www.ftseall-wo rld.co m; Savo y Investment M anagement

* = A verage o f main markets

www.ftseall-world.com
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This document does not constitute or form part of any offer to issue or sell, or any solicitation of any offer to subscribe or purchase any shares or
any other interests nor shall it or the fact of its distribution form the basis of, or be relied on in connection with, any contract thereof. This document
is not directed at you if we are prohibited by any law of any jurisdiction from making the information in this document available to you. Recipients
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Thought for the Weekend is an occasional research publication intended to draw readers’ attention to topics and issues of general
interest to investors.
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