
Things You Need to Know Before
Investing in Index Funds

If you are a new investor, you might have been advised to start your investment journey by inves�ng in index funds. There might 

be a host of reasons for this, but the main ones are usually related to the minimal costs and simplicity of inves�ng in index mutual 

funds. The ability to avoid intensive market research and �me the trends or market cycles are some other reasons why index 

funds are so popular. Mutual fund schemes that mirror the underlying index in terms of por�olio composi�on and performance 

are known as index funds. The composi�on of index funds is such that it a�empts to copy the underlying index as far as possible, 

thus offering returns in line with the performance of the index. For instance, if you invest in a Ni�y index fund, your mutual fund 

will mirror the underlying index and feature the stocks comprising Ni�y50, thus allowing you to, indirectly, invest in the top 50 

companies listed on the Ni�y index. 

Things to consider before inves�ng in index funds

Before inves�ng in any mutual fund, you should consider your investment objec�ve and investment strategy basis the following 

points:

· Your financial goal

If you prefer predictable returns and want to invest in equi�es without taking on too much risk, index funds are a good op�on for 

you. Such investments will help you earn returns in tandem with the index and, as the value of indexes grows over �me, there is 

low risk of your wealth diminishing in the longer term.  

Index funds are a good op�on for you if you are keen on par�cipa�ng in the growth of the market but are concerned about the 

sharp movements of the equity market and would also like to keep an eye on costs. Unlike ac�vely managed mutual funds 

wherein por�olio managers strive to offer market-bea�ng returns, index funds are passive schemes tracking the underlying 

index. This makes them much more cost-effec�ve as almost all of your money will be invested in the index fund, with only a 

negligible amount being charged as fees.   

· Your risk tolerance 

· Your return expecta�on

· Your investment �me horizon
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As with everything in life, index funds also have some drawbacks. If the index plunges due to market vola�lity, your investment will fall 

accordingly, unlike an ac�ve fund wherein the fund manager may take steps to mi�gate poten�al losses. Separately, index fund returns 

will always be in line with the underlying index, whereas ac�ve funds have the poten�al to offer market-bea�ng returns, albeit at a 

higher risk. 

Now that you know all about inves�ng in index funds, it is �me to decide whether or not it is the right fit for your investment objec�ve. 
Based on your decision, you can choose from a variety of index funds tracking a number of different securi�es and begin building your 
por�olio.  

· Taxa�on: Another point in favour of inves�ng in index funds is that, since they fall under the equity category, your investment 

gains will be taxed according to the capital gains tax levied on equity schemes. If you hold your investment for more than one 

year, your capital gains worth up to 1 lakh rupees will not a�ract any tax whatsoever. Only gains in excess of 1 lakh rupees will 

a�ract tax.

· Another important aspect is that of diversifica�on: Index funds allow you to diversify across sectors through a single mutual 

fund scheme. 

· Lower expense ra�o: An important benefit of inves�ng in index funds is the low expense ra�o or the fee charged by fund 

managers. 

Pros and cons of inves�ng in index funds

Like there are two sides to every coin, every investment has its pros and cons. Knowing them will help you understand whether a 

par�cular investment is a good fit in your investment por�olio. Below, the pros of inves�ng in index funds:

· Mi�gate risks: Index funds o�en help you reduce overall por�olio risk as most companies in top indexes are large cap 

companies, which means that you can look forward to stable returns at low risk.


