The High-Fee Trap

Trying to Perform by Picking Individual Stocks 

Is an Expensive Fool’s Errand

Management fees and trading costs matter greatly to net performance.  There is a great tendency to think that, since the market’s returns are very volatile, the impact of an extra 1 – 11/2 points is just “noise” in the final results.  In addition, isn’t money management just like everything else where you get what you pay for?  The answers are No and No.

While it is true that the stock market is very volatile in both directions, at the end of a long period, the average annual return for stocks has been consistently between 8% and 9%.  Thus, paying an extra 1 - 1½ points for management fees can take away 12% - 15% of your return.  And if inflation is 3.5% over the return period, the real return for stocks is 4.5% to 5.5%.  Using real returns, the incremental fees reduce the net return by 20% - 25%.  
Do high fees correlate with high performance?  The answer is No.  Studies have shown that the #1 indicator of net performance is fees, and they represent a reverse or negative correlation.  
Everybody makes the seemingly logical assumption that there are smart guys and dumb guys and that the smart guys will outperform the dumb guys.  As it turns out, it would be just as valuable to be able to find the dumb guy and do just the opposite.  But, no one can find the dumb guys or the smart guys.

The problems stems from the army of security analysts and portfolio managers who every day freely trade all known-information and keep all stocks relative to each other properly priced.  This does not say that the stock market itself is properly priced, but it does say that within the market the stocks relative to each other are properly priced.  This is the Weak Form of the Efficient Market Theory.

What does it take to be right on a stock?
· Know what the crowd is expecting, particularly the inside crowd.
· Have an opinion different from the crowd.
· Be right.
This has always been difficult.  But today it is even more difficult for two reasons:

1. With the Internet, everyone has easy and free access to all financial data and all conference calls with the companies.  The Internet has made data free and widely available.

2. More than ever, both the providers and users of inside information go to jail.
Trying to prove the Weak Form is like trying to prove a negative.  However, the statistical evidence in the academic studies is overwhelming.  The simple proof is:

· Over time, the Index has outperformed 87% of all funds.

· The Hot Funds are neither predictable nor do they remain hot.  

· Where are the ads in Barron’s that statistically demonstrate superior performance?

We know people generally dislike numbers, charts and particularly equations.  So let’s start with the last question:  Where are the ads in Barron’s that statistically demonstrate superior performance?  They are not there.  Trust us it is not because the ads are too expensive.
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355 Funds, 232 Did Not Finish

Adapted from John Bogle's 

The Little Book of Common Sense Investing
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Did Not Finish: Rarely, If Ever, Good News


Investing in the Hot Funds 1995 – 2005:

Prior Year’s Best Funds vs. Percentile Rank Following Year

1 is the best, 100 is the worst

	Last Year’s

Best Funds
	Percentile Rank

Next Year
	Last Year’s

Best Funds
	Percentile Rank

Next Year

	1
	66
	6
	55

	2
	61
	7
	49

	3
	50
	8
	42

	4
	45
	9
	21

	5
	44
	10
	41


The average rank in the following year was 47 which is very close to average.

The easy answer to the High-Fee Trap is twofold: 

· Use low-cost Index Funds.  They provide impeccable diversification and better net performance.  Over time, Index Funds should put you nicely in the top-performance quartile. 
· Focus your analysis on the stock market itself which is not always properly priced.  The downdraft on October 19, 1987 was 19 standard deviations from the norm.  This is the equivalent of winning two Power Ball Lotteries back to back.  Markets are not always properly priced.  Please see our discussion of The Five Stages of the Market under our Fear-Trap button.  This should materially aid your performance by being in-synch the with multi-year medium term stock market cycles.  
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