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Introduction
The most difficult subjects can be explained to the most slow-witted man if he has not formed any idea of them already; but the simplest thing cannot be made clear to the most intelligent man if he is firmly persuaded that he knows already, without a shadow of a doubt, what is laid before him.
—Leo Tolstoy
I am the director of research and a principal of The Buckingham Family of Financial Services. All of us at Buckingham are particularly proud of two things. The first is that we provide a fiduciary standard of care, requiring us to put the interests of our clients ahead of our own. You could say that we “eat our own cooking,” investing our own personal assets in the same vehicles we recommend to our clients. The second is that our advice is based on the science of investing, or evidence-based investing, not our opinions.
This book presents the evidence from studies published in peer-reviewed academic journals. In addition, you will read the advice of legendary investors such as Benjamin Graham (co-author of Security Analysis), Peter Lynch (who manged Fidelity’s Magellan Fund), and Warren Buffett (CEO of Berkshire Hathaway). And you will be amazed at some of the admissions of industry practitioners and members of the financial media.
The Holy Grail
According to Christian mythology, the Holy Grail was the dish, plate, or cup used by Jesus at the Last Supper, and said to possess miraculous powers. Legend has it that the Grail was sent to Great Britain, where several guardians keep it safe. The search for the Holy Grail is an important part of the legends of King Arthur and his court, with Percival, one of the Knights of the Round Table, and Galahad, Lancelot’s son, playing the major roles.
The financial equivalent of the quest for the Holy Grail is the quest for the money managers who will deliver alpha—returns above the appropriate risk-adjusted benchmark. Our journey together on this quest is really a tale of two competing theories about how markets work and which investment strategy is most likely to allow you to achieve your financial goals.
The first theory is based on the conventional wisdom that the markets are inefficient. If markets are inefficient, smart people working diligently can discover pricing errors the market makes. They can discover which stocks are undervalued (Intel is trading at 20 but is really worth 30) and buy them. And they can discover which stocks are overvalued (IBM is trading at 30 but is really worth 20) and avoid them; or, if they are aggressive, they can sell them short (borrow IBM stock, sell it at 30, then buy it back at 20 when the market corrects its error). That is called the art of stock selection.
In addition, smart people can also anticipate when the bull is going to enter the arena. They will recommend increasing your allocation to stocks ahead of the anticipated rally. They can also anticipate when the bear is going to emerge from hibernation and will recommend lowering your equity allocation ahead of that event. This is called the art of market timing.
Stock selection and market timing combine to form the art of active management. And active management is the conventional wisdom—ideas that are so accepted by the general public that they mostly go unchallenged.
If markets are inefficient, the winning strategy is to identify the managers with the ability to exploit the market’s inefficiencies. The way to do that is to study past performance. You then hire the managers who have demonstrated a persistent ability to generate alpha.
There is a competing theory based on about 60 years of academic research. The body of work is called Modern Portfolio Theory (MPT). Its premise is that markets are highly efficient—the market price of a security is the best estimate of the right price. (Otherwise, the market would clear at a different price.) If markets are highly efficient, efforts to outperform are unlikely to prove productive after the expenses of the efforts. If that is true, the winning strategy is to focus on the following: asset allocation, fund construction, costs, tax efficiency, and the building of globally diversified portfolios that minimize, if not eliminate, the taking of idiosyncratic, and therefore uncompensated, risks.
The debate about which theory is right and which strategy is the one most likely to produce the best results is the financial equivalent of the popular debates among the drinkers of Miller Lite of “Tastes great! Less filling!” And, like that debate, it is unlikely to end. There is one important difference between the debates. In the case of Miller Lite, there may not be a right answer. However, investors need to know if there is a right answer to the question of which theory and strategy is the right one. The problem is how to know which is correct. Are markets efficient or inefficient?
Despite the fact money is probably the third most important thing in our lives (not money itself, but what money provides) after our family and our health, our education system has totally failed to equip investors with the knowledge required to determine the answer to our question. Unless you have an MBA in finance, it is likely that you have never taken even a single course in capital markets theory. That is why I wrote this book—to provide you with the information that will lead you to the answer.
The Quest Begins
We begin our quest by asking the question: are markets inefficient? If they are inefficient, we should see evidence of the persistent ability to outperform risk-adjusted benchmarks. It is important that any persistence be greater than randomly expected. Imagine the following scenario: There are 10,000 individuals gathered to participate in a coin-tossing contest. A coin will be tossed, and contestants must guess whether it will come up heads or tails. Anyone who correctly guesses the outcome of 10 consecutive tosses will be declared a winner and will receive the coveted title of “coin-tossing guru.” According to statistics, we can expect after the first toss that 5,000 participants have guessed right and 5,000 have guessed wrong. After the second round, the remaining participants will be expected to be 2,500, and so on. After 10 repetitions we would expect to have 10 remaining participants who would have guessed correctly all 10 times and earned their guru status. (Note that the actual number will likely be different from the expected.) What probability would you attach to the likelihood that those 10 gurus would win the next coin-toss competition? Would you bet on them winning? The answers are obvious. Similarly, if there are 10,000 money managers (or monkeys throwing darts at a stock table as a way to pick stocks), we should randomly expect the same type of outcome in terms of performance. In order to show that markets are inefficient, we need to see evidence of persistent outperformance beyond the randomly expected. Otherwise, we cannot differentiate skill from luck.
The good news is that it is easy to identify the managers and funds that have outperformed. All you need is a database. Since databases are readily available, we are left with the question: is the past prologue? We will answer that question by examining the evidence from academic studies on:
We begin our survey of the academic literature with the evidence on the performance of actively managed mutual funds.
Chapter 1
Mutual Funds: The Evidence
There are many studies on the performance of actively managed equity mutual funds. They provide evidence that is both consistent and overwhelming. For example, a 2002 study by Mark Carhart and three colleagues analyzed the performance of 2,071 equity funds for the period 1962–1995. They found that the average actively managed fund underperformed its appropriate passive benchmark on a pretax basis by about 1.8 percent per annum.1 This study built on the work of an earlier Carhart paper, “On Persistence in Mutual Fund Performance.” Among its conclusions were:
Carhart’s conclusion: “While the popular press will no doubt continue to glamorize the best-performing mutual-fund managers, the mundane explanations of strategy [asset-class allocation, not individual stock selection] and investment costs account for almost all of the important predictability in mutual fund returns.”2
Keep in mind that Carhart’s findings are all pretax. After taxes, the results would have been worse because of the greater turnover incurred by actively managed funds.
When You Wish upon a Morningstar
One of the most common investment strategies employed by individual investors is to buy the mutual funds that are highly rated by Morningstar. Morningstar itself provided us with evidence on how successful a strategy that is.
The November 2009 issue of Morningstar’s FundInvestor provided the following evidence on its five-star funds:
The paper “Mutual Fund Ratings and Future Performance” from the Vanguard Institute provides further evidence on the ability of star ratings to predict the future.3
Authors Christopher B. Philips and Francis M. Kinniry Jr. examined the excess returns over the three-year period following a given rating. They chose the three-year period because Morningstar requires at least three years of performance data to generate a rating and investment committees typically use a three-year window to evaluate the performance of their portfolio managers. The period covered was June 30, 1992 through August 31, 2009. The following is a summary of their findings:
Philips and Kinniry concluded: “Higher ratings in no way ensured that an investor would increase his or her odds of outperforming a style benchmark in subsequent years.”
In fact, they found that “5-star funds showed the lowest probability of maintaining their rating, confirming that sustainable outperformance is difficult. This means that investors who focus on investing only in highly rated funds may find themselves continuously buying and selling funds as ratings change. Such turnover could lead to higher costs and lower returns as investors are continuously chasing yesterday’s winner.”
The bottom line is that using Morningstar’s ratings system is like driving forward while looking through the rearview mirror. The system does a great job of “predicting” the past.
The Vanguard Institute paper also addressed one of the questions I am frequently asked: “If index funds are so good, why do many of them carry three-star (average) ratings?” The authors explain that “the natural distribution of the actively managed fund universe around a benchmark (the index) dictates that an appropriately constructed and managed index fund should fall somewhere near the center of that distribution.” (It is important to note that it will fall to the right of the center of distribution due to lower costs.)
Think of it this way: A sprinter in a 100-yard dash might be able to overcome wearing a two-pound weight on each ankle, but the odds of doing so decrease with the length of the race. And the odds of winning a marathon with that handicap are close to zero. Thus, it is over longer periods that cost advantages of passively managed funds have a greater influence on the distribution of relative performance.
Focus Funds
One often-heard excuse for the failure of the typical mutual fund is they are “overdiversified”—by owning so many stocks, the value of the manager’s best ideas are diluted. Warren Buffett seems to agree with that hypothesis. Here is what he had to say about diversification: “Wide diversification is only required when investors do not understand what they are doing.”4
The mutual fund industry’s solution (or sales pitch) to what Buffett called “di-worse-si-fying” portfolios is to create “focus” funds—funds that concentrate holdings in the manager’s best ideas. While most mutual funds hold well over 100 stocks, the typical focus fund will hold 40 or less. There are even funds that hire several submanagers for just their single best pick.
The question for investors is: does concentration of risk improve returns? Travis Sapp (associate professor of finance, Iowa State University) and Xuemin (Sterling) Yan (associate professor of finance, University of Missouri, Columbia) sought the answer to that question in their 2008 study “Security Concentrations and Active Fund Management: Do Focused Funds Offer Superior Performance?”5 Their database covered the period from 1984 through 2002 and contained 2,278 funds comprising 16,399 fund-years. The study excluded funds with less than 12 holdings, as well as those with less than $1 million in assets. The following summarizes their findings:
One explanation for the underperformance of focus funds is that the larger the ownership stake in a stock becomes, the greater the trading costs—the fund cannot react quickly to new information without incurring significant trading costs. As the authors noted, “Even if managers of focused funds have better stock-picking ability, their funds might not perform better than diversified funds because of liquidity problems.” Once trading costs are added to the burden of their relatively high operating expense ratios, achieving a positive risk-adjusted alpha becomes difficult. This issue is discussed further in Chapter 7.
Another explanation for the failure of focus funds is that while the market may not be perfectly efficient, it is sufficiently efficient that after expenses it is difficult to exploit any pricing errors.
The evidence on bond mutual funds is just as compelling.
Active Management of Bond Funds
The following are the results of just two of the many studies that could be cited on the attempts of active management to exploit market inefficiencies in the fixed income markets. Christopher R. Blake (professor of finance, Fordham University, Graduate School of Business Administration), Edwin J. Elton (professor of finance, NYU, Stern School of Business,), and Martin J. Gruber’s (professor of finance, NYU, Stern School of Business) 1993 study, “The Performance of Bond Mutual Funds,” covered as many as 361 bond funds and showed that the average actively managed bond fund underperformed its benchmark index by 0.75 percent to 0.95 percent per annum.6 A 1994 article in Fortune magazine reported that only 16 percent of 800 fixed income funds beat their relevant benchmark over the 10-year period covered.7
Of course, being a loser’s game does not mean there are not some winners. The fact that there are winners allows investors to hope that they can identify the few winners ahead of time. The evidence from a study by Marlena I. Lee of Dimensional Fund Advisors suggests otherwise.
Lee studied the performance of 2,353 bond funds over the period 1991–2008, which included investment-grade, high-yield, and government bond funds. The following is a summary of her findings:8
Lee concluded: “Although some investors may believe that the higher fees associated with active management are compensation for return-enhancing abilities, the data do not show this.”
She added: “These results indicate the unlikelihood that investors can profit from investing in funds with good past performance, but they may be able to shield themselves from poor risk-adjusted returns by avoiding funds with poor past performance.”
Other studies on the subject, including those on municipal bond funds, all reach the same conclusions:
The results of a 2004 study by Morningstar demonstrated both the importance of costs and that past performance of actively managed funds is a poor predictor of future performance. It tested funds with strong performance and high costs against those with poor past performance with low costs. “Sure enough, those with low costs outperformed in the following period.”9
Why did all these studies come to the conclusion that bond fund managers charge Georgia O’Keeffe prices and deliver paint-by-numbers results? The Efficient Market Hypothesis (EMH) provides the answer: the market’s efficiency prevents active managers from persistently exploiting any mispricing. And as difficult as it is for active managers to add value when it comes to equity investing, it is much harder for them to add value in fixed income investing. Let’s see why this is true.
First, with U.S. Treasury debt, all bonds of the same maturity will provide the same return—there is no ability to add value via security selection. If we restrict holdings to the highest investment grades, there is an extremely limited ability to add value via security selection—while the stocks of two companies with AAA bond ratings can perform quite differently, their bonds of similar maturity will likely produce very similar results (because credit risk is low). The higher the credit rating, the more likely it is that bonds of the same rating will produce similar returns.
That leaves interest rate forecasting as the only way an active manager might add value in any significant way. And there is no evidence of any persistent ability to forecast interest rates. (The value of economic forecasts in general is discussed in Chapter 7.)
We turn now to one reason why past performance of active managers should not be relied on as a predictor of future performance.
Skill versus Luck
Trying to discern the lucky from the skilled can be very difficult in many walks of life. For example, every time there is a professional sports draft, the debate flares up whether the evaluation of college (or even high school) athletes is an exercise in skill or luck.
For example, the Houston Rockets had the first pick in the 1984 NBA draft. They chose Hakeem Olajuwon. With the second pick, the Portland Trail Blazers selected Sam Bowie instead of Michael Jordan. While Bowie went on to an uneventful and injury-plagued career, Jordan led the Chicago Bulls to six championships and is considered by many to be the greatest player ever. Were the Blazers unskilled or just unlucky? The point is that sometimes it is very difficult to discern luck from skill. This difficulty extends to the evaluation of active mutual fund managers.
Bradford Cornell, professor of financial economics at the California Institute of Technology, contributed to the literature with his 2009 study, “Luck, Skill and Investment Performance.”10 Cornell noted: “Successful investing, like most activities in life, is based on a combination of skill and serendipity. Distinguishing between the two is critical for forward-looking decision-making because skill is relatively permanent while serendipity, or luck, by definition is not. An investment manager who is skillful this year presumably will be skillful next year. An investment manager who was lucky this year is no more likely to be lucky next year than any other manager. The problem is that skill and luck are not independently observable.”
Since skill and luck are not directly observable, we are left with observing performance. However, we can apply standard statistical analysis to help differentiate the two—which is what Cornell did.
He used Morningstar’s 2004 database of mutual fund performance to analyze a homogeneous sample of 1,034 funds that invest in large-cap value stocks. Cornell’s findings are consistent with the previous research. The great majority (92 percent) of the cross-sectional variation in fund performance is due to random noise. This result demonstrates that “most of the annual variation in performance is due to luck, not skill.” He concluded: “The analysis also provides further support for the view that annual rankings of fund performance provide almost no information regarding management skill.”
Professors Eugene F. Fama (professor of finance, University of Chicago, Booth School of Business) and Kenneth R. French (professor of finance, Dartmouth College, Tuck School of Business) also studied this issue in their March 2009 paper, “Luck versus Skill in the Cross Section of Mutual Fund Alpha Estimates.” The two academics looked at mutual fund data from the Center for Research in Security Prices. Using statistical analysis, Fama and French found that active managers as a group have not added any value over appropriate passive benchmarks. They concluded: “For (active) fund investors the simulation results are disheartening.”
They did concede that the results looked better when looking at gross returns—the returns without the expense ratio included. However, gross returns are irrelevant to investors unless they can find an active manager willing to work for free. The bottom line is that Fama and French found no evidence of fund managers with skill sufficient to cover costs.11
It is important to note that the evidence on both the aggregate underperformance and the lack of persistent outperformance beyond the randomly expected has been found regardless of the asset class. So the argument that active management wins in “inefficient” asset classes like small caps or emerging markets is simply a myth. As you will see, the same underperformance has been found whether the markets are rising or falling.
The 2009 Spring/Summer issue of Vanguard Investment Perspectives provides us with evidence on the performance of actively managed equity funds during bear markets. Vanguard’s study covered the period 1970–2008 and examined the returns of active funds during the seven periods when the Dow Jones Wilshire 5000 Index fell at least 10 percent and the six periods when the MSCI EAFE Index fell by at least that amount. Despite acknowledging survivorship bias (poorly performing funds disappear and are not accounted for), Vanguard found:
Vanguard concluded: “We find little evidence to support the purported benefits of active management during periods of market stress.”
Vanguard’s conclusion is confirmed by Standard & Poor’s finding in its 2008 Indices vs. Active Scorecard. S&P concluded: “The belief that bear markets favor active management is a myth. A majority of active funds in eight of the nine domestic equity style boxes were outperformed by indices in the negative markets of 2008. The bear market of 2000 to 2002 showed similar outcomes.”
As the evidence demonstrates, the belief that active managers are likely to protect you from bear markets is just another myth perpetuated by Wall Street.
Who Cares about the Average Fund?
Whenever I present this type of evidence, the typical response from skeptics goes something like: “Who cares about the average fund? I invest only in the best funds, the ones with great track records.” The problem with this line of thinking is that all the studies on this subject have found no persistent outperformance beyond the randomly expected—the past is not prologue when it comes to mutual fund returns. And, as you will see, even a long record of persistent outperformance has little value.
With Active Managers, How Long Is Long Enough?
Streaks randomly occur with much greater frequency than people believe. For example, the odds of flipping a coin 20 times and getting either four heads or four tails in a row are 50 percent. Because people underestimate the frequency of streaks, they tend to assign far too much meaning to events that are highly likely to be random occurrences. One study even demonstrated that a “hot hand” in basketball was likely to be nothing more than a random event. A statistician following a basketball team around for an entire season found that the odds of a career 50 percent shooter hitting the next shot were 50 percent, even if this player had just hit five shots in a row. The hot hand, at least for basketball, is a myth.12
Erroneously overreacting to what are random events can lead to not only poor coaching decisions but poor investment decisions as well. Hopefully, the following evidence will convince you that the Securities and Exchange Commission’s (SEC’s) required disclaimer that past performance doesn’t guarantee future results is far too weak. It should read: Past performance is not indicative of future results. We begin with perhaps the best example of why past is not prologue when it comes to the performance of active managers.
The 44 Wall Street Fund
Most investors would be surprised to learn that Peter Lynch’s Magellan Fund was not the top-ranked fund of the 1970s. Thanks to its now long-forgotten manager David Baker, the 44 Wall Street Fund generated even greater returns than Peter Lynch’s Magellan Fund in the 1970s and ranked as the top-performing diversified U.S. stock fund of the decade. Surely, 10 years of the best performance in an entire industry could not be the result of luck. Or could it? How were investors rewarded for believing that past performance of active managers is prologue?
While the S&P 500 Index returned 17.6 percent per year—each $1 invested grew to over $5—the 44 Wall Street Fund ranked as the single worst-performing fund in the 1980s, losing 73 percent—turning each $1 invested into just 27 cents. The fund did so poorly that it was merged into the Cumberland Growth Fund in April 1993, which was then merged into the Matterhorn Growth Fund in April 1996.
We next consider the case of a fund that accomplished what even Lynch never did—beating the S&P 500 11 years in a row.
The Lindner Large-Cap Fund
For each of the 11 years 1974–1984, the Lindner Large-Cap Fund outperformed the S&P 500 Index. However, over the next 18 years, the S&P 500 Index returned 12.6 percent per annum. Believers in past performance as a prologue to future performance were rewarded for their faith in the Lindner Large-Cap Fund with returns of just 4.1 percent, an underperformance of 8.5 percent per year for 18 years. The Lindner fund was finally put out of its misery when it was purchased by the Hennessy Funds in October 2003 and eventually merged into the Hennessy Total Return Fund.
Then there is the case of Bill Miller, who managed to beat the S&P 500 Index 15 years in a row. Surely that long a streak of excellence could be relied on. Clearly, it could not have been the result of luck. Or could it?
The Legg Mason Value Trust Fund
By the end of 2005, Bill Miller’s streak of outperforming the S&P 500 Index had reached 15 years. Unfortunately for investors, that streak was broken in 2006 when the fund underperformed the S&P 500 Index by about 10 percent. His 2007 performance was even worse, underperforming the S&P 500 Index by 12 percent. And 2008 was even more miserable, as the fund underperformed that benchmark by 18 percent. Miller finally reversed that performance in 2009, as his fund beat the S&P 500 Index by 14 percent.
There is one last case to present. Although it is not about a mutual fund, it is a tale about relying on the past performance of active managers.
The Tiger Fund
The Tiger Fund was a hedge fund formed in 1980 by the legendary Julian Robertson with $10 million in capital. The fund had a remarkable run, averaging more than 30 percent a year for the first 18 years. By 1998, it had in excess of $22 billion under management—the vast majority coming from new investments. And it is from this height that it began its fall into oblivion, generating losses of some $10 billion from peak to closing. The irony is that while the fund still showed a return of 25 percent per year over its life, it is estimated that investors in the fund may have actually lost money. The reason is that most of the money came in late, after the great returns had already been earned.
These tales demonstrate that 10, 11, 15, or even 18 years of outperformance are not sufficient to draw reliable conclusions.
What always surprises me is that while people concerned about their personal health will heed the surgeon general’s warning about the dangers of cigarettes, they will ignore the SEC warning that relying on past performance of money managers is dangerous to your financial health.
The body of evidence on past performance being a reliable predictor of future performance of money managers has led many to the conclusion that investing in actively managed funds is a loser’s game. Pay close attention to the conclusions drawn by some of our most respected investment managers and financial economists.
Advice from Professional Investors and Academics
Burton Malkiel is a professor of economics at Princeton University. He has also served as a member of the Council of Economic Advisors, president of the American Finance Association, and dean of the Yale School of Management. He was also on the board of the Vanguard Group for 28 years. Malkiel is probably best known as the author of the book A Random Walk Down Wall Street, in which he had this to say about past performance of mutual fund managers:
I have become increasingly convinced that the past records of mutual fund managers are essentially worthless in predicting future success. The few examples of consistently superior performance occur no more frequently than can be expected by chance.13
David F. Swensen has been the chief investment officer of the Yale Endowment Fund since 1985. He is one of the most respected investment managers in the world. He is also the author of Pioneering Portfolio Management and Unconventional Success. Swensen had this to say about mutual funds fees and performance:
Overwhelmingly, mutual funds extract enormous sums from investors in exchange for providing a shocking disservice. That is, mutual funds charge their investors big fees and usually fail to deliver returns that beat the market.14
In his book Unconventional Success, Swensen provided this advice for investors:
Compelling data show that nearly certain disappointment awaits the mutual-fund shareholder who hopes to generate market-beating returns.15
John Bogle is the founder and former chairman of the Vanguard Group. In 1999, Fortune named him one of the investment industry’s four “Giants of the 20th Century.” In 2004, Time named him one of the world’s 100 most powerful and influential people. The same year, he also received Institutional Investor’s Lifetime Achievement Award.
He is the author of seven books on investing. “Saint Jack,” as he is known because of his tireless crusading efforts on behalf of individual investors, is one of the most respected people in the world of finance. In his book Common Sense on Mutual Funds, Bogle had this to say on the ability of investment advisors to identify the money managers that will deliver alpha:
I do not believe that they can identify, in advance, the top-performing managers—no one can!—and, I’d avoid those who claim they can do so.16
In his keynote speech at the Personal Finance Conference on January 30, 1999, Bogle advised:
Make no mistake about it, the record is clear that top-performing funds inevitably lose their edge.
If asked to name the investment professionals they respect the most, it is safe to say that most people would have Warren Buffett at, or near, the top of their list. In the 1993 Berkshire Hathaway Annual Report, Buffett provided this advice:
By periodically investing in an index fund the know-nothing investor can actually outperform most investment professionals.
Given the sources, the cumulative weight of the advice should be sufficient to convince most people of the futility of trying to identify future outperformers by reviewing past performance. However, we are not yet done. Given the sources, careful attention should be paid to the quotations that follow.
Admissions from Industry Practitioners and the Financial Media
Ralph Wanger was the highly regarded lead manager of the Acorn Fund from its inception in 1977 until his retirement in 2003. During this period, the fund returned 16.3 percent per annum versus just 12.1 percent for the S&P 500 Index. Wanger is also the author of the book A Zebra in Lion Country. In his book, he made this startling admission:
For professional investors like myself, a sense of humor is essential for another reason. We are very aware that we are competing not only against the market averages but also against one another. It’s an intense rivalry. We are each claiming, “The stocks in my fund today will perform better than what you own in your fund.” That implies we think we can predict the future, which is the occupation of charlatans. If you believe you or anyone else has a system that can predict the future of the stock market, the joke is on you.17
Bill Miller, the highly regarded manager of the Legg Mason Value Trust Fund, said:
The S&P 500 is a wonderful thing to put your money in. If somebody said, “I’ve got a fund here with a really low cost, that’s tax efficient, with a 15- to 20-year record of beating almost everybody,” why wouldn’t you own it?18
Douglas Dial was the manager of the CREF Stock Account, one of the largest funds in the world, when he commented:
Indexing is a marvelous technique. I wasn’t a true believer. I was just an ignoramus. Now I am a convert. Indexing is an extraordinary sophisticated thing to do. . . . If people want excitement, they should go to the racetrack or play the lottery.19
The following is important because it comes from Morningstar, the seller of a service that rates mutual funds:
For starters, expense ratios are the best predictors of performance—way better than historical returns. It’s tempting to look at strong past performance and assume a fund can repeat its success, but there’s no guarantee it will. In fact, we’ve found that you’d be better off randomly picking a fund with expenses in the cheapest quartile and past returns in the worst quartile than a fund with returns in the top quartile and expenses in the highest quartile. In addition, for the investor, there isn’t much logic to costs. Higher expenses don’t get you better management. If it did you’d expect higher-cost funds to outperform their lower-cost peers—when in fact just the opposite has happened.20
The following quotations are important because of their source: the financial media and publications that anoint the latest hot manager as a guru and tout the hot funds you just have to own.
The first is from an article by BusinessWeek reporter Robert Barker. In his December 17, 2001, column, “It’s Tough to Find Fund Whizzes,” Barker observed:
If picking stocks is a random walk down Wall Street, as Princeton economist Burton Malkiel famously put it, then picking mutual funds is an obstacle course through Hell’s Kitchen.
The next quotations are from Fortune:
Despite the solemn import that fund companies attribute to past performance, there is no evidence that the 4 percent who beat the index owe their record to anything other than random statistical variation.21
We have learned that past investment records make lousy crystal balls.22
Despite volumes of research attesting to the meaninglessness of past returns, most investors (and personal finance magazines) seek tomorrow’s winners among yesterday’s. Forget it.23
That sort of skepticism about past returns is crucial. The truth is, as much as you may wish you could know which funds will be hot, you can’t—and neither can the legions of advisers and publications that claim they can. That’s why building a portfolio around index funds isn’t really settling for average (or a little better). It’s just refusing to believe in magic.24
John Rekenthaler is the vice president of research and product development at Morningstar, a firm best known for its mutual fund ratings service. Here is what he had to say about the ability to identify future alpha:
“We should have more answers,” he said, while noting there is “surprisingly little” that we can say for sure about how to find top-notch stock funds.25
Commenting on whether investors should pay attention to mutual fund advertisements, Rekenthaler had this to say:
To be fair, I don’t think that you’d want to pay much attention to Morningstar’s star ratings either.26
Don Phillips is managing director of Morningstar. Read carefully his admission in an interview with the Wall Street Journal:
The very likely takeaway may be that it’s too hard to pick managers—these great mythic figures don’t walk the earth.27
Jason Zweig is the personal finance columnist for the Wall Street Journal. He is also the author of Your Money and Your Brain and the coauthor of the updated version of Benjamin Graham’s classic, The Intelligent Investor. Here is what Zweig had to say about the chances of identifying future alpha generators:
Your chances of selecting the top funds of the future are about as high as the odds that Bigfoot and the Abominable Snowman will both show up in pink ballet slippers at your next cocktail party.28
Jonathan Clements was the personal finance columnist for the Wall Street Journal when he warned investors:
Santa Claus and the Easter Bunny should take a few pointers from the mutual fund industry [and its fund managers]. All three are trying to pull off elaborate hoaxes. But while Santa and the bunny suffer the derision of eight-year-olds everywhere, actively managed stock funds still have an ardent following among otherwise clear-thinking adults. This continued loyalty amazes me. Reams of statistics prove that most of the fund industry’s stock pickers fail to beat the market.29
The following “shaggy dog” story is a fitting conclusion to this chapter. Lost on a country road, a man notices a farmer tending his sheep and decides to ask for directions. After thanking the farmer for the directions, he tells the farmer he has an unusual talent. He says: “If I can guess exactly how many sheep you have on that hill, can I take one with me?” Thinking there was no way anyone could guess exactly how many sheep he tended, the farmer agrees. The man scans the hill quickly and says 2,376. Shocked, the farmer says: “That’s amazing. I am a man of my word. Go ahead and pick out a sheep.” The man marches up the hill and carries back his choice. The farmer says: “Before you leave, I would like a chance to win back my animal. I bet I can guess what you do for a living.” Of course, the man accepts this challenge. The farmer says: “You’re a manager of an actively managed fund.” Stunned, the man says: “How did you know that?” The farmer responded: “Out of 2,376 sheep, only an active manager could pick out the one dog.”
We now turn to the evidence on pension plans.
Chapter 2
Pension Plans: The Evidence
It seems logical to believe that if anyone could beat the market, it would be the pension plans of U.S. companies. Why is this a good assumption? First, pension plans control large sums of money, giving them access to the best and brightest portfolio managers, each clamoring to manage the billions of dollars in these plans (and earn large fees). Pension plans can also invest with managers that most individuals don’t have access to because they don’t have sufficient assets to meet the minimums of these superstars.
Second, it is not even remotely possible that these pension plans ever hired a manager who did not have a track record of outperforming their benchmarks, or at the very least matching them. Certainly, they would never hire a manager with a record of underperformance.
Third, it is also safe to say that they never hired a manager who did not make a great presentation, explaining why the manager had succeeded and why she would continue to succeed. Surely, the case presented was a convincing one.
Fourth, many of these pension plans, if not the majority, hire professional consultants such as Frank Russell, SEI, and Goldman Sachs to help them perform due diligence in interviewing, screening, and ultimately selecting the very best. For example, Frank Russell boasted that it held more than 5,200 meetings with money managers in 2009. And you can be sure that these consultants have thought of every conceivable screen to find the best fund managers. Surely, they have considered not only performance records, but also such factors as management tenure, depth of staff, consistency of performance (to make sure that a long-term record is not the result of one or two lucky years), performance in bear markets, consistency of implementation of strategy, turnover, costs, and so on. It is unlikely that there is something you or your financial adviser would think of that they had not already considered.
Fifth, as individuals, it is rare that we would have the luxury of being able to personally interview money managers and perform as thorough a due diligence as do these consultants. And we generally don’t have professionals helping us to avoid mistakes in the process.
Sixth, the fees they pay for active management are much lower than the fees individual investors pay.
So how has the performance of pension plans stacked up against risk-adjusted benchmarks? The 2007 paper “The Performance of U.S. Pension Plans” sought the answer to that question. The study covered 716 defined benefit plans (1992–2004) and 238 defined contribution plans (1997–2004). The authors found that their returns relative to benchmarks were close to zero. They also found there was no persistence in pension plan performance—the same outcome we saw with mutual funds. Despite the conventional wisdom, past performance is not a reliable predictor of future performance. Importantly, the authors also found neither fund size, degree of outsourcing, nor company stock holdings were factors driving performance. This finding refutes the claim that large pension plans are handicapped by their size. Small plans did no better. Importantly, the authors concluded: “We show striking similarities in net performance patterns over time, which makes skill differences highly unlikely.”1
The authors also studied the performance of mutual funds, adding to our body of evidence on them. As you should expect, the news for individual investors is even worse. While pension plans failed to outperform market benchmarks, on a risk-adjusted basis mutual funds underperformed pension plans by about 2 percent per annum. Pension plans are able to use their size (negotiating power) to minimize costs and reduce the risks of any conflicts of interests between the fund managers and the investors. The authors attributed the underperformance to the incremental costs incurred by mutual fund investors.
Counterproductive Activity
A study by Amit Goyal (associate professor of finance, Emory University) and Sunil Wahal (professor of finance, Arizona State University) provides us with further evidence on the inability of plan sponsors to identify investment management firms that will outperform the market after they are hired. Goyal and Wahal examined the selection and termination of investment management firms by plan sponsors (public and corporate pension plans, union pension plans, foundations, and endowments). They built a dataset of the hiring and firing decisions of approximately 3,400 plan sponsors from 1994 to 2003. The data represented the allocation of over $627 billion in mandates. The following is a summary of their findings:2
It is important to note that the above results did not include any of the trading costs that would have accompanied transitioning a portfolio from one manager’s holdings to the holdings preferred by the new manager. The bottom line: all of the activity was counterproductive.
Another study of pension fund managers found the same results. T. Daniel Coggin and Charles A. Trzcinka studied the performance of 292 pension plans with 12 quarters of data up to the second quarter of 1993.3 The following summarizes their findings:
The authors concluded: “Those who rely solely on historical style alphas to predict future style alphas are likely to be disappointed.”
The Value of Consultants
Table 2.1 compares the returns of the passive asset class funds for the 13-year period 1997–2009 of Dimensional Fund Advisors (DFA) to those of the comparable funds of two of the largest institutional money managers/consultants in the world, SEI and Frank Russell. As you can see, the actively managed funds of SEI and Russell underperformed the passively managed funds of DFA in every case. It did not matter whether the asset class was large caps or the supposedly inefficient classes of small caps and emerging markets.
Table 2.1 Comparative Returns, 1997–2009
The findings of all of the studies we have covered are exactly what the EMH predicts. Investors should not be able to outperform except as a result of random good luck. The studies all found that there is no persistence of outperformance beyond the randomly expected.
In addition to the evidence on the performance of pension plans, we also have evidence on the performance of 401(k) plans.
The Performance of Funds Offered by 401(k) Plans
The 401(k) plan was introduced in 1981. By year-end 2008, the total assets in these defined contribution plans had grown to over $2.3 trillion. The explosive growth has been fueled not only by the tax benefits they provide, but also by the demise of defined benefit plans—the kind that many corporations had historically provided. Given the amount of assets in these plans, as well as the fact that for over 60 percent of plan participants their 401(k) plan represents their sole financial asset outside of bank accounts, the actions of plan sponsors are vitally important.
Given the importance of these plans (and similar plans such as profit-sharing plans), investors should be aware of how well plan sponsors select mutual funds.
Professors Edwin J. Elton (NYU), Martin J. Gruber (NYU), and Christopher R. Blake (Fordham University) provided us with the answer to this and other questions in their 2006 study “Participant Reaction and the Performance of Funds Offered by 401(k) Plans.”4
The authors examined the performance of all 401(k) plans that filed 11-K reports in 1994 and used publicly available mutual funds as choices offered to participants. They traced the sample through 1999. This database provided a sample of 289 plan years, representing 43 plans, most of which had seven years of data. Over these 289 plan years, 215 funds were added and 45 were dropped. The following is a review of their findings.
Fund Selection Skills
On average, plan sponsors select funds that outperform randomly selected funds of the same type. That provides an appearance of skill. However, because the alphas for the average plan were negative, performance would have improved if passive funds (such as index funds) had been substituted for the active funds actually chosen. The outperformance versus the random sample is likely the result of the fact that plans generally choose only funds from well-known fund families with a significant amount of assets under management. Mutual funds have economies of scale. Thus, funds with more assets can charge lower fees.
The authors also found that plan sponsors would have been best off imitating Rip Van Winkle.
Please Don’t Do Something, Stand There
It seems that, just like individual investors, plan sponsors ignore the Securities and Exchange Commission (SEC) disclaimer about past performance not being a predictor of future performance. As one would expect, when plan sponsors change offerings, they choose funds that did well in the past. After all, who would choose a fund that had performed poorly? Funds that were added to plans had positive alphas for both one- and three-year periods prior to the change. And, unsurprisingly, managers fire poorly performing funds.
Funds that were dropped had negative alphas for both one- and three-year periods before they were dropped. Funds added had an alpha above those dropped of 2.8 percent per year for the three years before the change and 2.3 percent in the year before the change (note the declining alpha). Unfortunately, when a plan deleted a fund and replaced it with a fund with identical objectives, the deleted funds outperformed the ones they replaced by about 2.4 percent per annum over the next three years.
The authors also examined what happened when a plan replaced all of its offerings from one fund family and added funds from a new fund family. Not surprisingly, they found that the past Sharpe ratios (a measure of return relative to risk) were higher for the portfolio of added funds than for the portfolio of dropped funds. After replacement, the future Sharpe ratios were higher for the portfolio of dropped funds than for the funds they replaced. Once again, inaction would have proved better for investors than action.
Advice from Professional Investors
John R. Krimmel was the chief investment officer of the State Universities Retirement System of Illinois when he provided this insight on the likelihood of finding managers who will beat their benchmark. Commenting on the firings of the active fund managers the system had employed, he said:
It’s a tough area in which to operate. Academic research bears that out. Our experience shows that as well. Over the long haul we’ve just about broken even (that is, equaled the index return), but with slightly higher volatility.5
In 1997, Frederick Grauer was the cochairman of Barclays Global Investors—at the time the world’s largest institutional fund manager. Institutional Investor magazine had declared 1997 to be “the year of the passive manager.” The publication noted that managers known for their passive offerings not only racked up the largest gains as a group, but passive houses took both the gold and silver medals for gaining the most institutional assets. The magazine attributed the large gains made by the two firms to “the accelerating search by pension funds for consistent performance.”
When asked about this trend, Grauer responded: “These trends, in conjunction with the growth of passive and enhanced indexers, have been major (market) drivers for the decade. In indexing people are looking to reduce costs and control exposures to the marketplace, to get exact implementation of pension policies. They are fed up with out-of-control outcomes.”6 And the trend has continued because of both the results produced by active managers and the publication of those results in academic papers.
Admissions from an Industry Practitioner
In 1996, Philip Halpern was the chief investment officer of the Washington State Investment Board (a large institutional investor). He and two of his coworkers wrote an article on their investment experiences. They wrote the article because their experience with active management was less than satisfactory and they knew, through their attendance at professional associations, that many of their colleagues shared, and therefore corroborated, their own experience. The article included a quote from a Goldman Sachs publication. As you read this, remember that Goldman is one of the largest active managers in the world: “Few managers consistently outperform the S&P 500. Thus, in the eyes of the plan sponsor, its plan is paying an excessive amount of the upside to the manager while still bearing substantial risk that its investments will achieve sub-par returns.”
The article concluded, “Slowly, over time, many large pension funds have shared our experience and have moved toward indexing more domestic equity assets.”7
We now turn to the evidence on hedge funds.
Chapter 3
Hedge Funds: The Evidence
We now have a significant body of research on the performance of hedge funds.
The 1999 study “Offshore Hedge Funds: Survival and Performance 1989–95” by Stephen J. Brown (professor of finance, NYU, Stern School of Business), William N. Goetzmann (professor of finance and management, International Center for Finance, Yale School of Management) and Roger G. Ibbotson (professor in the practice of finance at the Yale School of Management, and chairman and chief investment officer of Zebra Capital Management, LLC) found that most of the funds had underperformed the S&P 500 Index. Once again, there was no evidence of any persistent ability of managers in a particular style classification to earn returns in excess of their style benchmark.1
A Forbes article by columnist David Dreman presented a performance index of 2,600 hedge funds (1,500 domestic and 1,100 international) for the period from January 1993 to October 1998. After subtracting fees, the average annualized return of the hedge funds was 13.4 percent, trailing the 19.9 percent return of the S&P 500 by 6.5 percent.2
The 2006 study “The A, B, Cs of Hedge Funds: Alphas, Betas and Costs” by Roger G. Ibbotson and Peng Chen of Ibbotson Associates, covering the period from January 1995 through March 2006, found that the average hedge fund had returned 9.0 percent per year, lagging the S&P 500 by 2.6 percent per year. This study includes the bear market of 2000–2002 (the type of market when hedge funds are supposed to perform the best).3
The 2001 study “Hedge Fund Performance 1990–2000: Do the ‘Money Machines’ Really Add Value?” by Harry M. Kat (professor of risk management at the Cass Business School at City University, London) and Gaurav S. Amin investigated whether hedge funds did indeed offer investors a superior risk-adjusted return profile.4 Because hedge fund returns may exhibit a high degree of non-normality (such as fat tails) as well as a nonlinear relationship with the stock market—rendering the use of traditional performance measures questionable—the study used a dynamic trading-based performance measure that does not require any assumptions about the distribution of fund returns.
The study covered 13 hedge fund indexes and 77 individual funds. The following is a summary of the authors’ findings:
The authors reached the conclusion that even without taking into account the significant survivorship bias that exists in hedge fund data, their results clearly contradict the claim that hedge funds generate superior investment results on a stand-alone basis.
The failure of hedge funds to deliver on their promise is readily apparent in the data in the Table 3.1.
Table 3.1 Investment Returns, 2003–2009
Source: MSCI Inc., S&P, and Barclays
Annualized Return (%) | |
HFRX Index | 2.4 |
Domestic Indexes | |
S&P 500 | 5.5 |
MSCI US Small Cap 1750 | 9.9 |
MSCI US Prime Market Value | 6.0 |
MSCI US Small Cap Value | 9.3 |
Dow Jones Select REIT | 8.8 |
International Indexes | |
MSCI EAFE | 10.3 |
MSCI EAFE Small Cap | 14.5 |
MSCI EAFE Value | 11.4 |
MSCI Emerging Markets | 22.0 |
Fixed Income | |
Merrill Lynch One-Year Treasury Note | 2.9 |
Five-Year Treasury Notes | 4.2 |
Twenty-Year Treasury Bonds | 5.1 |
The HFRX Index underperformed not only all the major equity asset classes, but they also underperformed fixed income indexes.
Just as was the case with mutual funds and pension plans, there is no evidence of any persistence of hedge fund performance beyond the randomly expected. Without persistence of performance, there is no way to identify the future alpha generators ahead of time.
Demonstrating this problem, Harry M. Kat’s 2003 study “10 Things that Investors Should Know about Hedge Funds” found that for the period from 1994 to 2001, the average fund of hedge funds underperformed an equally weighted portfolio of randomly selected (from the sample) hedge funds by 3 percent per year.5
And there are many more problems with hedge funds.
The Problems with Hedge Funds
1. Lack of liquidity. Unlike mutual fund investors, hedge fund investors typically must accept long lock-up periods. In addition, redemption rights (the ability to withdraw assets from the fund) can be suspended. Liquidity is a risk for which investors should receive additional compensation. The evidence shows that there has not been any compensation for this incremental risk.
2. Transparency. Because hedge funds lack transparency, investors lose control over their asset allocation, the most important determinant of the risk of a portfolio.
3. Non-normal distribution of returns. Hedge funds exhibit characteristics that risk-averse investors dislike, and the majority of investors are risk averse. Hedge funds exhibit both negative skewness (the opposite of a lottery ticket, where most people lose, but losses are small and a few winners win big) and high kurtosis. Assets that exhibit high kurtosis produce exceptional returns (both high and low) with greater-than-normal frequency—so-called fat tails.
4. Risk of “dying.” The risk of a hedge fund dying (shutting down) is so great that the 2005 study “Hedge Funds: Risk and Return” by Burton G. Malkiel and Atanu Saha found that survivorship bias in the reported data on hedge fund returns creates an incredibly large upward bias of 4.4 percent per year. The same study found that there is a substantial attrition rate—less than 25 percent of the funds in existence in 1996 were still alive in 2004. The difference in returns between the live and defunct funds exceeded 8 percent per year (13.7 versus 5.4).6
The 2002 study “Hedge Fund Survival Lifetimes” by Greg N. Gregoriou (professor of finance in the School of Business and Economics, State University of New York, Plattsburgh) covered the period from 1990 to 2001 and found that the median residual lifetime of a fund is just 5.5 years.7
5. Riskiness of the assets. A study by hedge fund AQR Capital Management, covering the six-year period ending January 31, 2001, found that many hedge funds were taking on significantly greater risk by investing in illiquid securities.8 And many hedge funds use leverage to try and enhance returns. Thus, the alphas reported by hedge funds are misleading, as they use inappropriate (less risky) benchmarks. The study “The Performance of Hedge Funds: Risk, Return and Incentives” concluded: “Hedge funds provided greater returns than mutual funds, but provided no advantage over indexing on a risk-adjusted basis.”9
6. Tax inefficiencies. Due to high turnover rates, the average hedge fund produces returns in a tax-inefficient manner.
7. Agency risk. The compensation structure of hedge funds is geared so that most of the reward managers receive occurs in the form of incentive pay (usually 20 percent of profits). Investors take all the downside risk, but do not participate fully in the upside. Agency risk occurs when a manager approaches the end of a year and has failed to reach the benchmark level above which incentive compensation is paid. This presents a clear conflict of interest in the form of unequal incentives. If the manager takes large risks in an attempt to beat the benchmark and wins, he will receive incentive pay. However, if the manager fails, he loses nothing and still receives the minimum fee. This creates an incentive for the fund manager to take on greater risk in a game of “I Can Win but I Never Lose.” Note that agency risk is reduced if the manager invests significant amounts of his or her own assets in the fund.
What has happened in the past, leading to the eventual demise of several hedge funds, is that a trader places a bet that loses. He decides to double up in an effort to earn back the loss. If the market keeps going against the trader, he doubles up again until the “game” ends.
There is a second type of agency risk. Most hedge funds have a clause that “protects” investors with what is known as a “high-water mark,” which works in the following manner. After a year of negative performance, the fund cannot collect its incentive pay unless it first “makes up” the negative performance.
For example, if a fund loses 10 percent in the first year, its incentive pay in the second year will be calculated only on the amount earned above the high-water mark. Due to the effect of compounding, the fund would have to earn 11.1 percent in the second year to return to the high-water mark.
The problem for investors is twofold. First, the same type of agency risk just discussed becomes an issue. To reach the high-water mark and earn the incentive compensation, the fund manager may be tempted to take on greater risk than anticipated by investors.
The second problem is that after a bad year or two, when the chances of earning any incentive pay become small, the fund manager has the right to shut down the fund, returning all assets to investors—the high-water mark that investors counted on never comes into play. The hedge fund manager leaves and starts up a new fund with no high-water mark to overcome.
Agency risk can also appear in the form of outright fraud.
8. Biases in the data. When investors look at the performance of hedge funds, they need to be aware that the data is likely to be misleading—the returns are overstated by biases in the data. The biases in the data include the previously mentioned survivorship bias (4.4 percent per year) and instant history (also known as backfill) bias. The aforementioned study “Hedge Funds: Risk and Return” found that the backfill bias was over 5 percent per year.10 There is yet another bias known as self-selection bias. (Poorly performing funds choose not to report.) Unfortunately, we cannot know how much of a bias that adds to the data.
And we are not yet done. There is one more important and large bias in the data—liquidation bias. This phenomenon occurs in the data because funds that become defunct often fail to report their last returns. While it is impossible to know for certain the full impact of liquidation bias, “A Reality Check on Hedge Funds,” a 2003 paper by Nolke Posthuma (ABP Investments, Netherlands) and Pieter Jelle van der Sluis (assistant professor, Free University of Amsterdam), estimated the effect based on conversations with employees of Tass, the repository of the largest database on hedge funds (now owned by Lipper).
The assumption is that the hedge funds that terminated their reporting did so due to serious negative performance. The most famous example is Long-Term Capital Management, which managed to lose 92 percent of its capital from October 1997 through October 1998 and did not report that loss to public databases.
The authors of the paper added one final month to returns to estimate the impact of liquidation bias. They created two scenarios—one with an estimate of a 50 percent loss and the other with an estimated loss of 100 percent. An assumption of a 50 percent loss created a liquidation bias of about 3 percent. A 100 percent loss assumption created a liquidation bias of 6 percent.11
If we add all the biases together, the total would approach, or perhaps exceed, 10 percent.
Advice from Professional Investors and Academics
David Swensen, chief investment officer of the Yale Endowment Fund, made the following observation:
In the hedge fund world, as in the whole of the money management industry, consistent, superior active management constitutes a rare commodity. Assuming that active managers of hedge funds achieve success levels similar to active managers of traditional marketable securities, investors in hedge funds face dramatically higher levels of prospective failure due to the materially higher levels of fees.12
Swensen had this to say on funds of hedge funds:
Fund of funds are a cancer on the institutional-investor world. They facilitate the flow of ignorant capital.13
Professor Eugene F. Fama is the Robert R. McCormick Distinguished Service Professor of Finance at the University of Chicago Booth School of Business. He is often thought of as the father of the Efficient Market Hypothesis (EMH). Fama offered the following advice for those considering investing in hedge funds:
If you want to invest in something (hedge funds) where they steal your money and don’t tell you what they’re doing, be my guest.14
Laurence Kotlikoff is a professor of economics at Boston University and was a senior economist for the President’s Council of Economic Advisors. Scott Burns has been a personal financial columnist for over 40 years. The two are co-authors of Spend ’til the End. They noted:
Prostitution may be the world’s oldest profession, but selling risky investments is surely the most lucrative.15
Gary Weiss is an investigative journalist, columnist, and author of two books that critically examine the ethics and morality of Wall Street. In his book, Wall Street versus America, Weiss warned investors:
Hedge funds are the only component of Wall Street that is built pretty much entirely upon myth. Few areas of financial endeavor have been a subject of so many hoary myths, moronic half-truths, goofy speculation, once-true falsehoods, and knucklehead fantasies.16
Weiss added this warning:
Usually the financial press . . . forgets to mention that the superstar investors tended to make their biggest bucks when they were managing small sums of money. Some of the biggest names in the business liquidated or wound down their funds when their assets swelled beyond reasonable size, the odds caught up with them, and their performance turned lousy.17
If you are interested in learning more about hedge funds, my book (co-authored with Jared Kizer), The Only Guide to Alternative Investments You’ll Ever Need, has a chapter dedicated to the subject.
Chapter 4
Private Equity/Venture Capital: The Evidence
As is the case with mutual funds and hedge funds, we have a substantial body of academic research on private equity/venture capital. As you will see, the studies all come to the same conclusion—private equity has not outperformed publicly available mutual funds on a risk-adjusted basis. And that does not even account for the liquidity that private equity investors forfeit. Let’s examine the evidence.
According to Venture Economics (a research firm that provides information and analysis on the private equity industry), private equity overall returned 13.8 percent for the 20-year period ending June 30, 2005, outperforming the S&P 500 Index by 2.6 percent per annum.1 However, venture capital investments are certainly more risky than investing in the S&P 500. Therefore, we need to consider how other equity asset classes of more similar risk performed. While private equity capital outperformed the S&P 500, it underperformed more similarly risky small-cap value stocks that returned 16.0 percent.
The data from Venture Economics also allows us to examine the returns of three subsectors of the private equity market: venture capital, leveraged buyouts (LBOs), and mezzanine financing. LBOs involve acquiring businesses using mostly debt and a small amount of equity, with the debt being secured by the assets of the business. Mezzanine financings are late-stage venture capital investments, usually the final round of financing prior to an initial public offering (IPO). As later stage investments, mezzanine financings are less risky. Thus, capital provided in mezzanine financings is typically less costly than earlier stage investments. On the whole, venture capital (the riskiest of private equity investments) just matched the 16 percent return of small-cap value stocks. And, as we would expect, because of its greater risk, early-stage venture capital (i.e., seed capital) provided the highest return—20.2 percent. Later-stage venture capital, despite the still significant risks, actually underperformed the returns of small-cap value public equities, returning 13.8 percent. LBOs also returned 13.8 percent, and mezzanine financing returned just 9.1 percent.2
These findings are consistent with those of the study “Private Equity Performance: Returns, Persistence and Capital Flows,” by authors Steve Kaplan (professor of entrepreneurship and finance, University of Chicago, Booth School of Business) and Antoinette Schoar (professor of entrepreneurial finance, MIT, Sloan School of Management). The study covered private equity funds that launched from 1980 to 1997, although the data covered the period ending in 2001. The authors found that the average private equity fund had, net of fees, returns roughly equal to the return of the S&P 500.3
The aforementioned research covered the period that included one of the greatest private equity booms in history—the Internet/dot-com era. It is helpful to also examine returns from an earlier period. The 1992 study “Venture Capital at the Crossroads” by William D. Bygrave (professor emeritus, Babson) and Jeffry A. Timmons (professor of entrepreneurship, Babson), covering the period from 1974 to 1989, found that the average internal rate of return (IRR) from venture capital was 13.5 percent.4 (The IRR is the discount or interest rate at which the net present value of an investment is equal to zero.) This was virtually identical to the 13.3 percent return from the S&P 500. However, this was significantly below the returns of micro-cap stocks (17.5 percent) and small-cap value stocks (23.7 percent).
We also have the results of a 2002 study on private equity premiums by Tobias J. Moskowitz (professor of finance, University of Chicago, Booth School of Business) and Annette Vissing-Jorgensen (associate professor of finance, Northwestern, Kellogg School of Management), covering the period from 1952 through 1999. The authors concluded that private equity investing provided returns similar to those of public equity markets. They noted that the finding was surprising, given the greater risks of private equity investing. For example, they found that after 10 years the survival rate of private firms was only about 34 percent—there is a high risk of a total loss.5
The results of the 2007 study “The Performance of Private Equity Funds” by Oliver Gottschalg (assistant professor of strategy, HEC Business School, Paris) and Ludovic Phalippou (associate professor of finance, University of Amsterdam) are quite interesting. The authors researched the performance of 6,000 private equity deals and about 1,000 buyout funds, using data collected from investors in 852 private equity funds raised before 1993 (to be sure the funds had sold all their assets). They found that after accounting for fees, the average private equity fund underperformed the S&P 500 by 3 percent per year.6
Finally, we have the 2005 study “The Risk and Returns of Venture Capital” by John H. Cochrane (professor of finance, University of Chicago, Booth School of Business), which covered the period from 1987 through June 2000. Cochrane looked at 16,613 financing rounds involving 7,765 companies and found the returns to venture capital were similar to those of the smallest Nasdaq stocks. These are stocks defined by small market capitalizations that are illiquid and thinly traded. (For some of them, there are many months with no trading at all.) Furthermore, they exhibit traits similar to venture capital (extreme skewness and high volatility). Despite their greater risks, venture capital did not provide any higher return than comparable publicly traded equities. Cochrane concluded: “The fact that we see a similar phenomenon in public and private markets suggests that there is little that is special about venture capital.”7
Summarizing the results of the research, private equity strategies have provided returns that have not been commensurate with the risks involved. Among the considerations are that private equity investors forgo the benefits of liquidity, transparency, broad diversification, and access to daily pricing that mutual fund investors enjoy. Also keep in mind that private equity investments typically entail long lockout periods, during which investors cannot access their capital. In addition, there are other aspects of the asset class that investors should consider carefully.
Characteristics of Private Equity Returns
Studies have found that private equity returns exhibit the following characteristics:
In addition to the risks of extreme skewness and high volatility, investors must consider that because of the inability to broadly diversify across hundreds or even thousands of stocks (as do index/passive asset class mutual funds), private equity investing involves accepting the risk that such investments may produce a wide dispersion of returns. Because of the size of their portfolios, institutional investors are able to diversify their exposure to private equity investments across many investments. It is unlikely that the typical individual investor would be able to accomplish similar diversification. Thus, it is unlikely that the returns individual investors received over the period would have been similar to the 13.8 percent return averaged by all private equity funds. Without such diversification, investors must accept the risk that the funds they invest in might generate poor results. Therefore, one of the risks individual investors are accepting, probably without giving it appropriate consideration, is an uncompensated risk—because it could be diversified away.
Bias in the Data
Despite the less-than-favorable results, the data actually contains an upward bias. The aforementioned study “The Performance of Private Equity Funds” attempted to correct for this bias.10 The bias results from what the authors called “living dead” investments. In other words, the residual values reported in studies often includes inactive funds—those with an age above the typical age limit of funds (i.e., 10 years) that show no sign of any recent activity within the past four years, such as distributions or cash calls. As a result, accounting values may not reflect market values. Poorly performing funds have an incentive to postpone liquidation to artificially raise their reported return. Thus, the authors suggest that the residual value of these funds is overstated (and should likely be written off).
Studies that include only liquidated funds (such as the one by Kaplan and Schoar) have a “winner’s” bias. Once the authors of the paper corrected for this bias, they found the return of private equity funds raised between 1980 and 1996 lagged the return of the S&P 500 by 3.3 percent per annum. They also found that about one-quarter of the funds had negative IRRs and that few funds produced very high returns—the distribution of returns has similarities to a lottery ticket.
Advice from a Professional Investor
In his book Pioneering Portfolio Management, Yale’s chief investment officer, David Swensen, described his unconventional approach to institutional investing. Swensen recommended that institutional investors capture the liquidity premium available in illiquid investments. Endowments differ from individual investors because of their very long investment horizons, allowing them to take liquidity risk that would be inappropriate for individual investors. Thus, the “Yale model” is characterized by relatively heavy exposure to asset classes such as private equity.
After the success of his first book, Swensen went on to write Unconventional Success. He planned to show individual investors how to invest the “Yale way.” When it came to the actual writing, Swensen realized that the “Yale model” was not appropriate for individuals because they are different in many ways from institutional investors:
Understanding the difficulty of identifying superior hedge-fund, venture-capital, and leveraged-buyout investments leads to the conclusion that hurdles for casual investors stand insurmountably high. Even many well-equipped investors fail to clear the hurdles necessary to achieve consistent success in producing market-beating active management results. When operating in arenas that depend fundamentally on active management for success, ill-informed manager selection poses grave risks to portfolio assets.11
If you are interested in learning more about venture capital, my book The Only Guide to Alternative Investments You’ll Ever Need has a chapter dedicated to the subject.
We now turn to the evidence on individual investors.
Chapter 5
Individual Investors: The Evidence
Brad M. Barber (professor of finance, UC Davis, Graduate School of Management) and Terrance Odean (professor of banking and finance, University of California, Berkeley, Haas School of Business) have done a series of groundbreaking studies on investor behavior and its impact on investment returns. Their body of work provides us with a wealth of evidence on individual investors.
Their study “Boys Will Be Boys: Gender, Overconfidence, and Common Stock Investment” examined the role that gender played in investment returns.1 The study covered the performance of 35,000 households at a large brokerage house from February 1991 to January 1997. The following is a summary of their findings:
In Odean’s study “Do Investors Trade Too Much?,” he found that the average return to purchased securities was 3.3 percent less than the average return of sold securities over the next year. In his conclusion, Odean noted, “Even when trading costs are ignored, these investors actually lower their returns through trading.”2
The results of these studies are consistent with those of the 1977 study “Patterns of Investment Strategy and Behavior among Individual Investors.”3 This study covered the trading patterns of 972 individuals. The following are its main conclusions:
The authors believe that all of the above are evidence that men are overconfident of their skills relative to women. They also hypothesized that men may have a greater preference for gambling than women, accounting for their greater trading activity and lower net returns.
The results of the two studies provide evidence that neither men nor women seem to have learned much about their investment skills (or lack of them) since 1977—they don’t learn from their experiences, a behavior Einstein defined as insanity.
Barber and Odean also studied the performance of investment clubs—perhaps more heads are better than one. Their study “Too Many Cooks Spoil the Profit: Investment Club Performance” covered 166 investment clubs using data from a large brokerage house from February 1991 to January 1997.4 Here is a summary of their findings:
Examining the results of the Mensa investment club provides an amusing bit of evidence on the ability of individual investors to produce alpha. It seems logical that if any group of individuals could beat the market, it would be the members of the Mensa club. Mensa is the largest and best-known society of people with high IQs—98th percentile or higher. The June 2001 issue of Smart Money reported that over the prior 15 years, the Mensa investment club returned just 2.5 percent, underperforming the S&P 500 Index by almost 13 percent per annum. Warren Smith, an investor for 35 years, reported that his original investment of $5,300 had turned into $9,300. A similar investment in the S&P 500 would have produced almost $300,000. One investor described their strategy as buy low, sell lower.
Investment Returns versus Investor Returns
The returns reported by mutual funds are called time-weighed returns (TWRs). TWRs eliminate the effect of additions and withdrawals to the portfolio. The effect of varying cash inflows is eliminated by assuming a single investment at the beginning of a period and measuring the growth or loss of market value to the end of that period. Investors, however, earn dollar-weighted returns (DWRs) that are impacted by the timing of additions and withdrawals. Therefore, the DWR can differ greatly from the reported TWR.
Morningstar studied the performance of mutual funds and their investors. They found that in all 17 fund categories they examined, the returns earned by investors were below the returns of the funds themselves. For example, among large-cap growth funds, the 10-year annualized DWR was 3.4 percent less than the TWR. For mid- and small-cap growth funds, the underperformance was 2.5 and 3.0 percent. Investors in sector funds fared worse, with tech investors producing particularly disastrous results, underperforming the very funds they invested in by 14 percent per annum. Health care investors underperformed by 4 percent per annum, and investors in financial sector funds underperformed by 1.6 percent per annum. Even value investors fared poorly, though their underperformance was not as severe. Large-cap value investors underperformed the funds they invest in by 0.4 percent per annum, and small-cap value investors underperformed by 2.0 percent per annum.5
Morningstar has also found that volatile funds (often focused on one sector) tend to have the greatest discrepancies between TWR and DWR. They note: “Volatile funds may entice investors on the upswing, but spook them into withdrawing during rough patches. So, investors in volatile funds can unwittingly end up buying high and selling low.” They provided examples demonstrating how destructive investor behavior can be. The returns are for the five-year period ending July 2009:
As bad as those figures are, the damage was even worse for the one fund for which 10-year data was available, CGM Focus. The TWR was 17.8 percent, while the DWR was −16.8, producing a gap of an incredible 34.6 percent per annum.6
We also have evidence from a study done by the Bogle Financial Markets Center. The sample consisted of the 200 funds with the largest cash inflows for the five-year period 1996 through 2000. The study compared the TWR of the funds and the DWR of investors in those funds for the 10-year period 1996–2005. The average TWR for the 200 mutual funds was 8.9 percent per annum. However, the actual DWR earned by investors was just 2.4 percent annum, an investment gap of 6.5 percent per annum. Investor behavior resulted in the DWR’s being just 27 percent of the TWR. The study also found that the TWR exceeded the DWR in all but two of the 200 funds—and there was not a single case where the DWR exceeded the TWR by more than 0.5 percent. Even more shocking was that in the case of 76 funds, the cumulative shortfall ranged from −50 percent to −95 percent.7
Finally, consider this tale of woe. For the four-year period 1998–2001, the annualized return of the average mutual fund was 5.7 percent. Unfortunately, the average investor earned just 1 percent—a loss of 82 percent of the available returns. Investor behavior created an investment gap of 4.7 percent. Table 5.1 shows the five largest gaps between fund returns and investor returns. It shows how costly investor behavior can be.8
Table 5.1 Fund Return versus Shareholder Return, 1998–2001
Advice from Professional Investors and Academics
David Swensen offered this advice:
Sophisticated institutional investors dominate the marketable security landscape, aggressively competing to unearth the rare security that promises risk-adjusted excess returns. Individuals who attempt to compete with resource-rich money management organizations simply provide fodder for large institutional cannon.9
Terrance Odean offered the following advice on investing in individual stocks.
The point seems to be that individual investors for the most part shouldn’t be trying to pick stocks. They did worse than if they had been throwing darts.10
As to investment clubs, Odean offered this advice:
Investment clubs serve many useful functions. They encourage savings. They educate their members about financial markets. They foster friendships and social ties. They entertain. Unfortunately, their investments do not beat the market.11
Thomas Gilovich is a professor and chairman of the psychology department at Cornell University. He is also the co-author (along with Gary Belsky) of Why Smart People Make Big Money Mistakes, as well as many articles on behavioral finance. He states:
Any individual who is not professionally occupied in the financial services industry (and even most of those who are) and who in any way attempts to actively manage an investment portfolio is probably suffering from overconfidence. That is, anyone who has confidence enough in his or her abilities and knowledge to invest in a particular stock or bond (or actively managed mutual fund or real estate investment trust or limited partnership) is most likely fooling himself. In fact, most such people—probably you—have no business at all trying to pick investments, except perhaps as sport. Such people—again, probably you—should simply divide their money among several index mutual funds and turn off CNBC.12
Daniel Kahneman is a professor of psychology and public affairs at Princeton University and a Nobel Laureate. He is considered one of the founding fathers of the field of behavioral finance.
What’s really quite remarkable in the investment world is that people are playing a game which, in some sense, cannot be played. There are so many people out there in the market; the idea that any single individual without extra information or extra market power can beat the market is extraordinarily unlikely. Yet the market is full of people who think they can do it and full of other people who believe them. This is one of the great mysteries of finance: Why do people believe they can do the impossible? And why do other people believe them?
Kahneman continued:
People see skill in performance where there is no skill.13
Richard Thaler is a professor of behavioral science and economics at the Booth School of Business at the University of Chicago. He is best known for his collaborations with Kahneman. A New York Times article stated:
Professor Thaler and Robert J. Shiller, an economics professor at Yale, note that individual investors and money managers persist in their beliefs that they are endowed with more and better information than others, and that they can profit by picking stocks. Sobering experience can help those who delude themselves. But not always. That people “do not learn to correct most of their tendencies to overconfidence is apparently just one of the limitations of the human mind,” Professor Shiller wrote in an article available on the World Wide Web.14
Merton Miller shared the Nobel Prize in economics in 1990 with Harry Markowitz and William Sharpe. He was on the faculty of the University of Chicago Graduate School of Business from 1961 until his retirement in 1993. He also served as a director on the Chicago Board of Trade and the Chicago Mercantile Exchange from 1990 until his death in June 2000. Miller warned investors:
I make my money writing about the market, not participating in it.15
Admissions from Industry Practitioners and the Financial Media
Holman Jenkins Jr., a member of the editorial board of the Wall Street Journal, writes:
Why is there a whole industry devoted to helping individual investors pick out stocks when every jot of financial wisdom in the past 50 years, including Nobel prize–winning work, suggests that this is a mug’s game?16
Wall Street Journal columnist Jonathan Clements made the following observation: “Beat the market? The idea is ludicrous. Very few investors manage to beat the market. But in an astonishing triumph of hope over experience, millions of investors keep trying.”17
Henry Blodget was the former senior Internet analyst for CIBC Oppenheimer who was later employed by Merrill Lynch. In 2003, the Securities and Exchange Commission (SEC) charged him with securities fraud. He settled without admitting or denying the allegations and was subsequently barred from the securities industry for life. He paid a $2 million fine and $2 million disgorgement. Writing for Slate.com, Blodgett recommends:
The way to give yourself the best chance of success in the markets is to diversify, buy low-cost funds, and hold them forever. That’s it.18
Robert Barker is a senior writer for BusinessWeek, covering investments and personal finance. He writes the weekly column “The Barker Portfolio.” He had also worked at Barron’s and SmartMoney. Given the nature of his column, you might be surprised at the advice he offered:
Yet even the smartest, most determined fund picker can’t escape a host of nasty surprises.
He also noted:
Next time you’re tempted to buy anything other than an index fund, remember this—and think again.19
We now turn to the evidence from the field of behavioral finance.
Chapter 6
Behavioral Finance: The Evidence
Behavioral finance is the study of human behavior and how that behavior leads to investment errors, including the mispricing of assets. The field has gained an increasing amount of attention in academia over the past 15 years or so as pricing anomalies have been discovered. Pricing anomalies present a problem for those who believe in the Efficient Market Hypothesis (EMH). However, the real question for investors is not whether the market persistently makes pricing errors. Instead, the real question is: are the anomalies exploitable after taking into account real-world costs? In other words, if behavioral finance is to have merit as an alternative investment strategy to passive investing, one should be able to observe investors who have successfully utilized its theories and produced abnormal returns.
The authors of the study “Behavioral Finance: Are the Disciples Profiting from the Doctrine?” identified 16 self-proclaimed or media-identified behavioral mutual funds—funds that attempt to take advantage of discoveries from the field of behavioral finance.1 For example, the managers of one fund offer the following on their Web site:
Investors make mental mistakes that can cause stocks to be mispriced. Fuller & Thaler’s objective is to use our understanding of human decision making to find these mispriced stocks and earn superior returns.2
The authors analyzed the behavioral funds to determine whether they successfully attract investment dollars and also if their strategies earn abnormal returns for their investors. The following summarizes their findings:
There Is Smoke, but No Fire
While behavioral finance has gained substantial attention in academia and seems to be gaining greater acceptance among practitioners, there doesn’t seem to be any evidence to support the raison d’etre for the funds—anomalies can be identified and exploited on a persistent basis. Even if there are anomalies, there are two simple and plausible explanations for the findings of the study. The first is that strategies have no costs, but implementing them does. A strategy may appear to work on paper, but the costs of implementation can exceed the size of the pricing errors. The second is that once an anomaly is discovered, and attempts are made to exploit it, the very act of doing it will serve to eliminate/reduce the size of the pricing error.
Those who seek to exploit market anomalies almost inevitably find that the markets are tyrannical in their efficiency. The following examples will demonstrate that point.
The Tyranny of the Efficient Markets
Richard Thaler, professor of behavioral science and economics at the Booth School of Business at the University of Chicago, is one of the leaders in the field of behavioral finance. As we discussed, the basic hypothesis of behavioral finance is that, due to behavioral biases, markets make persistent mistakes in pricing securities. An example of a persistent mistake is that the market underreacts to news—both good and bad news are only slowly incorporated into prices. Fuller and Thaler Asset Management was formed to exploit such errors.
Fuller and Thaler offer two funds based on behavioral theories: Undiscovered Managers Behavioral Growth Fund and Undiscovered Managers Behavioral Value Fund. (Note that JPMorgan acquired these funds in January 2004. However, Fuller continues as a subadviser.) To test their theories, we will compare the performance of these funds to the performance of the Dimensional Fund Advisors (DFA) Small Cap Fund and its Small Value Fund, respectively. The DFA funds are managed based on the belief that markets are efficient, so stock selection and market-timing efforts are eschewed. Thus, we have a real live test of the behavioral theory and the efficiency of the market.
For the 10-year period 2000–2009, the Behavioral Growth Fund returned −2.0 percent per year. This compares to the 5.7 percent per year return of the DFA Small Cap Fund. The Behavioral Growth Fund even underperformed the S&P 500 by 1 percent per year. The Behavioral Value Fund returned 7.8 percent per annum. The DFA Small Value Fund returned 9.1 percent. The two Behavioral Funds provided an average return of 2.9 percent, compared to the 7.4 percent average return of the two DFA funds. There certainly doesn’t seem to be any evidence of the ability to exploit inefficiencies in the market.
Further Evidence
LSV Asset Management (LSV) was formed in 1994 by professors Josef Lakonishok (University of Illinois at Urbana-Champaign), Andrei Shleifer (Harvard University), and Robert Vishny (formerly of the University of Chicago). Together, they have published over 200 academic papers on investing and the field of behavioral finance. Their research is the foundation for LSV’s investment strategy. The basic premise of their investment strategy is that superior long-term results can be achieved by systematically exploiting the judgmental biases and behavioral weaknesses that influence the decisions of many investors. These include the tendency to: (1) extrapolate the past too far into the future, (2) wrongly equate a good company with a good investment irrespective of price, (3) ignore statistical evidence and (4) develop a “mind-set” about a company. They believe that the market persistently misprices securities and that pricing mistakes can be exploited.
While LSV is basically an institutional money manager, it runs three mutual funds: the LSV Value Equity Fund (LSVEX), the LSV Conservative Value Equity Fund (LSVVX), and the LSV Conservative Core Equity Fund (LSVPX). Lakonishok, the chief executive officer of LSV, also manages the HighMark Small Cap Value Fund (HMSCX).
To test whether the hypothesized inefficiencies can be exploited, we can compare the performance of these funds against the passively managed funds of DFA. Since both LSVVX and LSVPX have inception dates of 2007, and we want to look at longer-term data, we will confine our comparison to just the other two funds.
Again, we look at the 10-year period 2000–2009. LSVEX returned 5.0 percent per year. The similar DFA Large Cap Value Fund returned 4.4 percent per annum. Thus, the LSV fund outperformed a passive benchmark by 0.6 percent per annum. So far, so good. Now let’s look at the performance of HMSCX. It returned 7.7 percent per year. The similar DFA Small Cap Value Fund returned 9.1 percent per annum—the behavioral fund underperformed a passive benchmark by 1.4 percent per annum.
The average annualized return of the two behavioral funds that were trying to exploit market inefficiencies was 6.4 percent per annum. The two similar passively managed funds provided an average annualized return of 6.8 percent per annum. Based on this evidence, it seems that exploiting inefficiencies is a lot harder than identifying them.
The Failed Quest
We have seen how the some of the leading academics have applied their theories on market inefficiency and failed in their quest for the Holy Grail of alpha. There does not seem to be evidence in favor of the behavioral theory being an implementable strategy. The case can be made that if there ever was a time when the theory would have worked, it no longer appears to be true. The tyranny of the efficiency of markets and the wisdom of crowds is a very powerful opponent indeed.
The Value of Behavioral Finance
Despite its inability to provide us with an investment strategy that can be used to deliver alpha, the field of behavioral finance does provide us with guidance to help avoid investment mistakes. As the January 1997 edition of Institutional Investor observed:
Even Smart People Make Mistakes
While even smart people make mistakes, once they learn that the behavior was a mistake, they don’t repeat it—that is the behavior of fools. The necessary condition for investors to learn is that they must actually know what happened in the past and that their views of the past are not biased. Unfortunately, the evidence suggests that, in general, investors do not learn from experience—and, therefore, they keep making the same mistakes. Why is this? One explanation is that they don’t even know they are making mistakes. The study “Why Inexperienced Investors Do Not Learn: They Don’t Know Their Past Portfolio Performance” found evidence supporting this explanation.3
Authors Markus Glaser and Martin Weber analyzed the actual performance of the online brokerage accounts of individual investors. One objective was to determine how well investors knew what returns they actually earned. Thus, they compared the actual results to the answers the investors provided on a questionnaire. The following is a summary of their findings:
At this point, you should be asking yourself the following questions: “Do I know the rate of return on each of my investments and my portfolio as a whole?” and “Do I know how the returns compared to the returns of appropriate benchmarks?”
If you are like the typical investor, you are unlikely to have the correct answers. And that is not a good thing because it is impossible to judge the success of a strategy without knowing the answers to these questions.
Admissions from Industry Practitioners
In a 2004 interview with Wall Street Journal reporter Jon E. Hilsenrath, Richard Thaler conceded that most of his retirement assets were held in index funds. He also conceded that “it is not easy to beat the market, and most people don’t.”4
Richard Roll is a professor of finance at UCLA’s Anderson School of Management. He was also a vice president at Goldman Sachs, where he founded the mortgage securities research group in 1985. His 1968 doctoral thesis won the Irving Fisher Prize as the best American dissertation in economics. He has won the Graham and Dodd Award for financial writing three times and the Leo Melamed Award for the best financial research by an American business school professor. He is a past president of the American Finance Association and has been an associate editor of 11 different journals in finance and economics. And he is a principal in the firm Roll and Ross Asset Management. Pay careful attention to his admission:
I have personally tried to invest money, my client’s and my own, in every single anomaly and predictive result that academics have dreamed up. And I have yet to make a nickel on any of these supposed market inefficiencies. An inefficiency ought to be an exploitable opportunity. If there’s nothing investors can exploit in a systematic way, time in and time out, then it’s very hard to say that information is not being properly incorporated into stock prices. Real money investment strategies don’t produce the results that academic papers say they should.5
Summary
You have now seen the evidence on attempts to generate persistent alpha by mutual funds, pension plans, hedge funds, venture capitalists, individual investors, and behavioral finance practitioners. The evidence is so overwhelming that the only conclusions that can be drawn are:
Chapter 7
Why Persistent Outperformance Is Hard to Find
As you have seen, there is an overwhelming body of evidence that the quest for the Holy Grail of alpha has been a dismal failure, costing investors tens of billions of dollars each year. An interesting question is: why has the quest failed when it seems logical that those with above-average skills should produce above-average results?
After all, it is true in virtually every other endeavor. To quote my ex-boss: “Diligence, hard work, research, and intelligence just have to pay off in superior results. How can no management be better than professional management?”
As you will see, the problem with this thought process is that, while these statements are correct generalizations, efforts to beat the market are an exception to the rule. The focus of this chapter is to explain why there is no evidence of any persistent ability to produce alpha beyond the randomly expected.
The Quest for Alpha Is a Game Played on a Different Field
Roger Federer is the greatest tennis player of his era and perhaps the greatest ever. No one would consider it luck that he won a record 15 Grand Slam singles titles. He is so persistently outstanding that he reached the semifinals of 23 consecutive Grand Slams—more than doubling the previous record.
What is important to understand is that Federer’s competition is other individual players. In terms of individual skills, Andy Roddick has a better serve, Andy Murray has a better backhand, Fernando Gonzalez has a better forehand, Rafael Nadal has a better baseline game and is considered a superior player on clay, Radek Stepanek has a better net game, and David Ferrer is faster. Yet, Federer is the best player.
The world of investing presents a different situation. The difference is why we don’t see persistence of outperformance of investment managers. To understand the difference, we need to understand how securities markets set prices.
Dr. Mark Rubinstein (professor of applied investment analysis, University of California, Berkeley, Haas School of Business) provided the following insight:
Each investor, using the market to serve his or her own self-interest, unwittingly makes prices reflect that investor’s information and analysis. It is as if the market were a huge, relatively low-cost, continuous polling mechanism that records the updated votes of millions of investors in continuously changing current prices. In light of this mechanism, for a single investor (in the absence of inside information) to believe that prices are significantly in error is almost always folly. Public information should already be embedded in prices.1
Rubinstein is making the point that the competition for an investment manager is not other individual investment managers, but is instead the collective wisdom of the market—Adam Smith’s famous “invisible hand.” As author Ron Ross points out in The Unbeatable Market: “The quest for market-beating strategy boils down to an information-processing contest. The entity you are competing against is the entire market and the accumulated information discovered by all the participants and reflected in prices.”2
Here is another way to think about the quest for superior investment performance: “The potential for self-cancellation shows why the game of investing is so different from, for example, chess, in which even a seemingly small advantage can lead to consistent victories. Investors implicitly lump the market with other arenas of competition in their experience.”3 Rex Sinquefield, former co-chairman of DFA, put it this way: “Just because there are some investors smarter than others, that advantage will not show up. The market is too vast and too informationally efficient.”4
While the competition for Roger Federer is other individual players, the competition for investment managers is the entire market. It would be as if each time Federer stepped on the court he faced an opponent with Andy Roddick’s serve, Andy Murray’s backhand, Rafael Nadal’s baseline game, and so on. If that had been the case, Federer would not have produced the same results.
It is important to understand that the results of any game are more dependent on the skill level of the competition than on the skill of the individual competing. In the world of investing, the competition is indeed tough. With as much as 80 to 90 percent of the trading done by institutional investors, it is difficult to think of a large enough group of victims to exploit in order to generate alpha, especially after considering the costs of the efforts—bringing us to the next important point.
When Federer plays tennis, he is engaged in a zero-sum game—either he wins the match or his opponent does. Investment managers trying to outperform are not engaged in a zero-sum game. Their quest for alpha generates incremental expenses. Those costs include research expenses, other fund expenses, bid-offer spreads, commissions, market impact costs, and taxes (for taxable accounts). It would be as if each time Federer stepped on the court, he wore a pair of ankle weights while his opponent had no such handicap.
Peter Bernstein, author of several highly regarded investment books including Against the Gods and Capital Ideas, observed: “In the real world, investors seem to have great difficulty outperforming one another in any convincing or consistent fashion. Today’s hero is often tomorrow’s blockhead.”5
To avoid choosing the wrong strategy, one must understand the nature of the game. In the investment arena, large institutional investors dominate trading. They are the ones setting prices. Thus, the competition is extremely tough. Making the quest for alpha even more difficult is that the competition is not each individual institutional investor. Instead, it is the collective wisdom of all other participants. The competition is just too tough for it to be likely that any one investor will be able to persistently outperform.
The fact that the competition for alpha is extremely tough is not the only reason why the quest for the Holy Grail has failed.
Successful Active Management Sows the Seeds of Its Own Destruction
The Efficient Market Hypothesis (EMH) tells us that the lack of persistence of alpha should be expected. It is only by random good luck that a fund is able to outperform after the expenses of its efforts. There are also some very practical reasons why even the most successful active funds seem to lose their luster over time. Let’s examine why even the most successful funds contain the seeds of their own destruction. In fact, the more successful the fund is, the more likely it is that its outperformance will be “gone with the wind.”
Fund managers know that the more a fund diversifies, the more it looks and performs like its benchmark index. (A fund whose holdings are very similar to those of its benchmark is known as a closet index fund.) To have the greatest chance to outperform, a fund must concentrate its assets in a few stocks (which is why focus funds were created). While a strategy of owning just a few of a manager’s best ideas is the most likely way to generate world-class returns, it is also the most likely way to end up at the bottom of the rankings list.
Let’s look at how the mutual fund world works. A new fund is created. The fund starts out with a very small amount of assets under management. Aware of the risks of being a closet indexer (we will cover this issue shortly), the fund concentrates its assets in just a few stocks. The fund also knows that the market for large caps is highly efficient in terms of information. Therefore, it concentrates its research efforts in the less efficient (at least in terms of information) asset class of small-cap stocks. The fund must comply with the Securities and Exchange Commission’s (SEC’s) rules on diversification—it cannot have more than 5 percent of its assets in any one stock. The fund happens to be in the right place at the right time, or has one of the very rare, truly gifted managers—the next Peter Lynch—and earns spectacular returns for a few years. The fund is given the coveted five-star rating from Morningstar and starts to advertise its great performance. Assets come rushing in. The better the performance, the more money pours in. The fund is now faced with a dilemma. It can buy ever-larger positions in just a few small-cap stocks, it can increase its diversification, or it can style drift to large-cap stocks. Each course contains the seeds of the fund’s likely future inability to persist with its track record of outperformance. Let’s see why. We begin by considering the alternative of diversifying holdings.
Closet Indexing
If a fund starts to diversify and buys the stocks of more small companies, it runs into the mathematics of “closet indexing.” A closet index fund looks like an actively managed fund, but the stocks it owns so closely resemble the holdings of an index fund that investors are unknowingly paying very large fees for minimal differentiation. For example, if we assume that a fund is even as much as 50 percent differentiated from its benchmark index, the hurdle created by the operating expense ratio is twice the difference between its expense ratio and the expense ratio of the benchmark index fund. If the fund is only 20 percent differentiated, the hurdle becomes five times the difference in the operating expense ratios.
A relatively good indicator of the amount of differentiation is the actively managed fund’s correlation with its benchmark index (such as the S&P 500 Index for large-cap stocks or the S&P 600 Index for small-cap stocks). The higher the correlation—measured by a fund’s r, or the correlation coefficient—the less likely the differentiation will be. The r-squared (r× r), or the coefficient of determination, is commonly used to measure the degree of differentiation compared to a benchmark. Remember that the larger the fund, the more diversified it will likely become. The more it diversifies, the greater becomes its r-squared and the greater the hurdle the manager must overcome to outperform. Add this hurdle to the other expenses that actively managed funds and their investors must overcome (bid/offer spreads, commissions, market impact costs, the drag of cash, and taxes for taxable accounts), and the hurdle becomes almost insurmountable.
The following is evidence of the difficulty of overcoming a high r-squared, given the greater fees and the other expenses incurred by active managers. A study found that for the three years ending August 31, 1999, the five largest funds with r-squared over 0.95 returned between 21 and 26.9 percent. An investor would have received between 18 and 24.6 percent after taxes. Vanguard’s 500 Index fund beat them all. It returned 28.5 percent pretax and 27.5 percent after tax. Of the 80 largest funds with r-squared over 0.95, only three managed to beat the Vanguard 500 Index Fund, and they just barely did so. And none did so after taxes.6 That accounted for about $400 billion of underperforming assets.
Concentration and the Role of Trading Costs
The second alternative to dealing with cash inflows is to concentrate assets in the same few stocks. Here the fund runs into the problem of market impact costs. Market impact occurs when a mutual fund buys or sells a large block of stock. The fund’s purchases or sales cause the stock to move beyond its current bid (lower) or offer (higher) price, increasing the cost of trading.
The research organization Barra has studied market impact costs. While the cost of market impact will vary depending on many factors (such as fund size, asset class, turnover) the cost can be quite substantial. Barra noted that a fairly typical small- or mid-cap stock fund with $500 million in assets and an annual turnover rate of between 80 and 100 percent could lose 3 to 5 percent per annum to market impact costs—far more than the annual expenses of most funds. Because of lack of liquidity, the smaller the market capitalization, the greater the market impact cost. And the larger the fund, the greater the market impact costs become. Even large-cap funds can have large market impact costs, as illustrated by the 8.13 percent figure Barra estimated for the Phoenix Engemann Aggressive Growth Fund.7
The Role of Trading Costs
The 2007 study “Scale Effects in Mutual Fund Performance: The Role of Trading Costs” provided evidence supporting the findings of the Barra study. The authors examined the role of trading costs as a source of diseconomies of scale for mutual funds. They studied the annual trading costs for 1,706 U.S. equity funds during the period 1995–2005 and found:
The authors concluded: “Our evidence directly establishes scale effects in trading as a source of diminishing returns to scale from active management.”8
There is a third alternative that many mutual funds will follow because it allows funds to avoid the market impact costs that concentration creates.
Drifting Out of Small Caps
The third alternative to closet indexing and continued concentration is to start buying larger-cap stocks. The problem here is that the larger the market cap, the more efficient the market is in terms of information. This makes it extremely difficult to outperform. One example of the likelihood of failure is that for the decade of the 1980s, only two large-cap growth funds that even survived the entire decade managed to outperform the Vanguard 500 Index Fund after taxes.9
No matter which way the manager turns, the likelihood of continued outperformance diminishes. The alternative is to stay small in terms of assets. This can be accomplished by closing the fund to new investors. The problem here is that not many funds are willing to forgo the profits from increased assets under management.
Encore Performances
John Bogle studied the encore performances of top performing actively managed funds. His findings support the theory (along with the Efficient Market Hypothesis [EMH] which states that success was a function of a random outcome) that successful performance contains the seeds of its own destruction.10 Bogle compared the performance of the top 20 funds of the period 1972–1982 with their performance for the period 1982–1992. He found that the top 20 funds did perform slightly better in the second period than the average active fund, finishing in the 54th percentile. However, the margin of outperformance fell from 8.3 percent to just 1.2 percent. More importantly, they underperformed the S&P 500 by 1.8 percent—and that is before considering any loads or the impact of taxes. One further point: The dispersion of returns in the succeeding period was huge—rankings ranged from two to 245 (out of 309). Investors might have gotten lucky, or they might have paid a big price. There was no way to know before the fact.
Bogle found a similar story when he examined returns for the periods 1982–1992 and 1992–September 30, 2001. The top 20 performers from the first period finished the succeeding period with an average ranking at the 58th percentile. However, the average outperformance fell from 4.9 percent to just 0.9 percent. More importantly, they underperformed the S&P 500 by 1.5 percent. Again, this is before considering any loads or the impact of taxes. Also, once again, there was a wide dispersion of returns—rankings ranged from 14 to 823 (out of 841). Again, lots of unnecessary risk. Simply accepting market returns would have delivered above average performance.
There is yet a further problem for active management. Since it takes time before a manager demonstrates top performance, most of the outperformance will likely occur when the fund’s assets are very small. Very few shareholders actually earn the great returns. Most fund assets come piling in only after great returns are earned. When the fund’s performance reverts to the mean (which is what the evidence suggests is highly likely to occur), despite the fact that the fund may still show outperformance, most of a fund’s invested dollars may earn below-benchmark returns. As we have seen, by chasing yesterday’s returns, investors earn rates of return well below those of the very funds in which they invest. They tend to buy high (after great performance), and sell low (after poor performance). Not exactly a prescription for successful investing.
Who Gets the Money to Manage?
To complete our story on why persistent alpha is so hard to find, we turn to Jonathan Berk (professor of finance, University of California, Berkeley). Berk suggests asking: “Who gets money to manage? Since investors have access to databases that provide returns histories, and everyone wants to have their money managed by the best manager, money will flow to the best manager first. Eventually, the best manager will receive so much money that it will impact his ability to generate superior returns and his expected return will be driven down to the second best manager’s expected return. At that point investors will be indifferent to investing with either manager, and so funds will flow to both managers until their expected returns are driven down to the third best manager. This process will continue until the expected return of investing with any manager is the benchmark expected return—the return investors can expect to receive by investing in a passive strategy of similar riskiness. At that point investors are indifferent between investing with active managers or just indexing and an equilibrium is achieved.” 11
Berk went on to point out that the manager with the most skill ends up with the most money. He added: “When capital is supplied competitively by investors but ability is scarce, only participants with the skill in short supply can earn economic rents. Investors who choose to invest with active managers cannot expect to receive positive excess returns on a risk-adjusted basis. If they did, there would be an excess supply of capital to those managers.”12
This is an important insight. Just as the EMH explains why investors cannot use publicly available information to beat the market (because all investors have access to that information and it is, therefore, already embedded in prices), the same is true of active managers. Investors should not expect to outperform the market by using publicly available information to select active managers. Any excess return should go to the active manager (in the form of higher expenses).
The process is simple. Investors observe benchmark-beating performance and funds flow into the top performers. And as we have seen, the investment inflow eliminates return persistence because fund managers face diminishing returns to scale.
The study “Performance Persistence in Institutional Investment Management” provides further support for Berk’s hypothesis. The authors investigated the relationship between performance and flows across portfolios in each of the three asset classes—domestic equities, international equities and fixed income. Avoiding survivorship bias, the study examined performance persistence in 6,027 institutional portfolios managed by 1,475 investment management firms between 1991 and 2004. The following is a summary of their findings:13
We continue our discussion on why persistent alpha is so hard to find by looking at the evidence on the value of economic and market forecasts.
The Value of Economic and Market Forecasts
The underlying basis for most stock market forecasts is an economic forecast. The question is: do economic forecasts have any value? William Sherden provided us with the answer.
Sherden is an adjunct professor at the Stanford Business School. He is also the author of a book I highly recommend, The Fortune Sellers. In 1985, when preparing testimony as an expert witness, Sherden analyzed the track records of inflation projections by different forecasting methods. He compared those forecasts to what is called the “naive” forecast—simply projecting today’s inflation rate into the future. He was surprised to learn that the simple naive forecast proved to be the most accurate, beating the forecasts of the most prestigious economic forecasting firms equipped with PhDs from leading universities and thousand-equation computer models.
Sherden then reviewed the leading research on forecasting accuracy from 1979 to 1995 and forecasts made from 1970 to 1995. He concluded that:
Perhaps the most damaging of Sherden’s findings was that economists do not provide accurate forecasts when accuracy is most important—at the turning points of the economy. While it might make little difference if you forecast a growth rate of 3 percent and it turns out to be 2 or 4 percent, it certainly makes a difference if you forecast continued economic growth and we are headed into a recession, or if you forecast a continuing recession and the economy is set to turn around.
The 2009 study “How Accurate Are Forecasts in a Recession” by Federal Reserve Bank of St. Louis economist Michael W. McCracken, provided further evidence on the failure of economic forecasters to get it right when it is most important.15 Using as his database the Survey of Professional Forecasters (SPF), McCracken reviewed 26 years of quarterly, one-year-ahead mean SPF forecasts from the third quarter of 1981 through the third quarter of 2007. He found that forecaster errors were four times larger when the economy was in recession than when it was not. Just when you would like to know when it is safe to buy stocks again, forecasting skill (which is not good to begin with) deteriorates significantly.
Since the underlying basis of most stock market forecasts is an economic forecast, the evidence suggests that stock market strategists who predict bull and bear markets will have no greater success than do the economists.
William Sherden also made this important observation:
Despite recent innovations in information technology and decades of academic research, successful stock market prediction has remained an elusive goal. In fact, the market is getting more complex and unpredictable as global trading brings in many new investors from numerous countries, computerized exchanges speed up transactions, and investors think up clever schemes to try to beat the market. Overall, we have not made progress in predicting the stock market, but this has not stopped the investment business from continuing the quest, and making $100 billion annually doing so.16
Sherden concluded by offering the following advice (with which I wholeheartedly agree):
Avoid market timers, for they promise something they cannot deliver. Cancel your subscription to market-timing newsletters. Tell the investment advisers selling the latest market-timing scheme to buzz off. Ignore news media predictions, since they haven’t a clue as to what the market is going to do—although that will not stop them from publishing market predictions. Stop asking yourself and everyone you know, “What’s the market going to do?” It is an irrelevant question, because it cannot be answered.17
Let’s take a look at another study on the value of forecasts from so-called experts.
The Value of “Expert” Judgment
Philip E. Tetlock is a professor of psychology, business, and political science at the University of California, Berkeley and the author of Expert Political Judgment: How Good Is It? How Can We Know? The book provides the findings of his 20-year study in which experts were asked to predict the future.
Tetlock found that the so-called experts who make prediction their business—appearing as experts on television and talk radio, being quoted in the press, and advising governments and businesses—are no better than the proverbial chimps throwing darts.
Tetlock divided forecasters into two general categories: (1) foxes, who draw on a wide variety of experiences and for whom the world cannot be boiled down to a single idea; and (2) hedgehogs, who view the world through the lens of a single defining idea.
The following are some of his most interesting findings:18
Tetlock also provided this important insight about hedgehogs—they may be playing a different game. They are fighting to preserve their reputation in a cutthroat adversarial culture. They woo dumb-ass reporters who want glib sound bits. In their world, only the overconfident survive and only the truly arrogant thrive. He noted that the same self-assured hedgehog style of reasoning that suppresses forecasting accuracy and slows belief updating translates into attention-grabbing bold predictions that are rarely checked for accuracy.
Sadly, Tetlock concluded:
No matter how unequivocal the evidence that experts cannot outpredict chimps or extrapolation algorithms, we should expect business to unfold as usual: pundits will continue to warn us on talk shows and op-ed pages of what will happen unless we dutifully follow their policy prescriptions. We, the consumers of expert pronouncements, are in thrall to experts for the same reasons that our ancestors submitted to shamans and oracles: our uncontrollable need to believe in a controllable world and have a flawed understanding of the laws of chance. We lack the will power and good sense to resist the snake oil products on offer. Who wants to believe that on the big questions we could do as well tossing a coin as by consulting accredited experts?
However, he noted that all is not lost:
The fainthearted should be forgiven for concluding that we are fated to fail to break this tight symbiotic embrace between self-confident suppliers of dubious products and their cling-on customers. But even fierce resistance can be overcome. Low-transaction-cost index funds have benefited—very substantially—from slowly spreading knowledge of how hard-pressed stock-pickers are to best dart-throwing chimps and other mindless algorithms. [Emphasis mine]
The lesson Tetlock’s research provides is that as much as we would like to believe there are those who can predict the future, prognosticating is the occupation of charlatans.
We All Want to Believe
In early 2009, I was in Baltimore giving a seminar for the investment clients of a CPA firm. My talk was called “The Winning Investment Strategy.” The talk focused on the building of a globally diversified portfolio of passively managed funds (such as index funds and exchange-traded funds) tailored to an individual’s unique ability, willingness, and need to take risk. I also discussed the importance of integrating an investment plan into a well-developed estate, tax, and risk management (insurance of all types) plan. And I discussed the need to have the discipline to ignore all the economic and market forecasts that you hear from the financial media and Wall Street, which can lead you to abandon your plan.
I explained that the reason you should ignore all economic and market forecasts is that the academic literature has concluded that there are no good economic and market forecasters. I presented the aforementioned findings by Sherden as well as his recommendations. I also provided further supporting evidence.
Despite my comments, the first question I received went like this: “What do you think is going to happen to the economy and the market over the next few months?” Since I always have an opinion (though I have learned never to act on my opinions, as they have no value), I was about to provide it. But I caught myself and instead responded: “I would be happy to give you my opinion, but why would you care? I just explained that there are no good economic forecasters, and the right strategy is to ignore all of them and stick to your well-developed plan.”
I continued: “I have served as an economist, run trading rooms for major financial institutions, and provided economic forecasts to major corporations. When I got the forecast right, I would congratulate myself on how smart I was. When the forecast turned out wrong, I would blame it on bad luck—something happened that was impossible to have forecasted. Of course, if you keep doing that, at the end of the day you can call yourself a genius. I learned that it was always luck.”
I also learned this important lesson. No matter how much we would like to believe otherwise, there is only one person who knows where the economy and the market are headed—and I don’t get to talk to that person. And neither does anyone else, which is why one of my favorite quotations on the value of expert forecasts is: “No matter how much evidence exists that seers do not exist, suckers will pay for the existence of seers.”19
In continuing our quest to understand why persistent alpha is so hard to find, we will consider a case study on the value of security analysis.
The Value of Security Analysis
As children we are taught that joy should come from the effort, not necessarily from the result. Not everyone can win the game, match, or race; climb to the top of the mountain; or finish a marathon. Hopefully, by the time we are adults, we have learned that lesson.
In contrast, one of the earliest lessons I learned in business was that, as a manager of people, I should never confuse efforts with results. Some employees delivered outstanding results with seemingly little effort. They worked a normal day, and their desks were never cluttered. They would take long lunch hours and would rarely seem harried. Sometimes they would come up with a single good idea that would provide great insights leading to improved profits. Other employees would put in a tremendous number of hours and were always busy, their desks swamped with piles of paper. Yet sometimes the results did not relate to the effort. In business, it is results that count, not effort. The same is true in the world of investing, because we cannot spend efforts, only returns.
The basic premise of active management is that security analysts are able to identify and purchase stocks that are undervalued and avoid stocks that are overvalued through their efforts. The result will be that investors who follow their recommendations will outperform the market. Is this premise myth or reality? The following example will help answer the question.
In May 1999, at a conference of financial economists at UCLA’s Anderson School of Business, Bradford Cornell (professor emeritus, UCLA, Anderson School of Management) presented an example that provided insights into the value of the efforts of security analysts. As you will see, because much of the value of companies with high growth rates comes from distant cash flows, the value of their stock is highly sensitive to the size of the equity risk premium (ERP), the risk premium above the rate on riskless Treasury instruments that investors demand for accepting the risks of equity ownership. In 1999, Intel was certainly considered a company with expectations for a high rate of growth.
Intel had accumulated over $10 billion of cash. The board of directors was trying to determine if it made sense to use a substantial portion of the cash to repurchase its stock. At the time, the stock was trading at about $120 per share. Based on publicly available forecasts of future cash flows, Cornell demonstrated that if the ERP were 3 percent, Intel’s stock would be worth $204. If the ERP were 5 percent, the stock would be worth $130 (about the current price). And if the ERP were 7.2 percent, the stock would be worth just $82.
Buy, Sell, or Hold?
With such a wide range of estimated values, what should the board do? If the stock was worth $204, they should begin an aggressive repurchase program. However, if it was worth $82, they should take advantage of the current “overvaluation” and raise capital by issuing more shares. The board was faced with two problems. The first was that the valuations assumed that the cash flow projections were known. Not even the board (let alone some security analyst) can see the future with such clarity. Obviously, in the real world we can only make estimates of future cash flows. The second problem is: Why would the board believe that it could predict the ERP any better than the market could? And you see how much the valuation changes with changes in the ERP.
The board decided not to take any action. With the benefit of hindsight, they would have been best served to issue more shares as the stock collapsed in 2000 and has yet to recover to anywhere near $120.
If corporate insiders, with access to far more information than any security analyst is likely to possess, have such great difficulty in determining a “correct” valuation, it is easy to understand why the results of conventional stock-picking methods (active management) are poor and inconsistent. While security analysts and active portfolio managers are putting forth great effort in attempts to beat the market, the historical evidence is that the majority of the time, those efforts prove counterproductive.
James Lorie was a professor of finance at the Graduate School of Business at the University of Chicago. With Mary Hamilton, he co-authored the book The Stock Market: Theories and Evidence. Regarding the value of security analysis, they observed:
The most general implication of the efficient market hypothesis is that most security analysis is logically incomplete and valueless. . . . The logical incompleteness consists of failing to determine or even consider whether the price of the stock already reflects the substance of the analysis. A very optimistic forecast of a company’s future earnings is no justification for buying the stock. Such marked differences of opinion are the basis of abnormal gains and losses. A proper analytical report will include evidence of the existence of such a difference and support for the analyst’s own view.20
The Hurdles Are Getting Higher
As you have seen, the historical evidence that passive investing is the prudent strategy is compelling. If we examine trends in information, communications, trading costs, and institutional ownership, it will be clear that the hurdles for active management are getting ever higher.
In an article titled “Are Active Management Fees Too High?,” Richard Ennis provided the following insights.21
Information
Market efficiency depends on information being available to the public. The arrival of the Internet and high-speed computers provides greater access to information and the ability to rapidly analyze it. In addition, the SEC’s implementation of the fair disclosure rule reduces the potential for selective distribution of information.
Communications
Market efficiency also depends on participants having rapid access to information. Today, with the Internet and Blackberries, information is both virtually instantaneous and cheap.
Trading Costs
If trading costs are high, there can be impediments to trading, creating opportunities for mispricing. With the advent of electronic exchanges, bid-offer spreads and trading costs have fallen. In addition, the technological innovations in derivative securities and the advent of exchange-traded funds have lowered the costs of trading and improved the ability to hedge risks. And low-cost brokerage firms have lowered the cost of commissions for individual investors.
Institutional Ownership
Since outperforming the market before expenses is a zero-sum game (for every winner there is a loser), to outperform there must be victims to exploit. As we have discussed, stocks that individual investors buy underperform after they buy them and stocks they sell outperform after they sell them. Since for every loser there must be a winner, on average, institutional investors are exploiting individual investors whenever they trade. Fifty years ago, perhaps as little as 10 percent of shares were held by institutional investors. Thus, there were plenty of victims to exploit. Today, it is estimated that as much as 80 to 90 percent of all trading is done by institutional investors—including thousands of hedge funds. Thus, the competition has gotten tougher. Through their trading activities, these funds serve to make the markets more efficient. It doesn’t appear that there are enough victims to exploit.
Advice from Professional Investors and Academics
Benjamin Graham is probably our most famous and most highly revered investor. He is considered the father of the value style of investing. He co-authored the bestseller Security Analysis. Graham taught his theories at Columbia University. Warren Buffett credits Graham for grounding him with a sound intellectual investment framework. He described Graham as the second most influential person in his life after his own father and named his son Howard Graham Buffett. At the end of his illustrious career, Graham offered this advice: “If I have noticed anything over these 60 years on Wall Street, it is that people do not succeed in forecasting what’s going to happen to the stock market.”22
William Sherden offered this advice:
Remember the First Law of Economics: For every economist, there is an equal and opposite economist—so for every bullish economist, there is a bearish one. The Second Law of Economics: They are both likely to be wrong.23
Stephen Gould was one of America’s most prominent scientists and one of our most widely read writers of popular science. He taught at both Harvard and NYU. Gould offered investors this advice:
Probably more intellectual energy has been invested in discovering (and exploiting) trends in the stock market than in any other subject—for the obvious reason that stakes are so high, as measured in the currency of our culture. The fact that no one has ever come close to finding a consistent way to beat the system—despite intense efforts by some of the smartest people in the world—probably indicates that such causal trends do not exist, and that sequences are effectively random.24
Fischer Black was one of our most famous economists, best known as the co-author of the Black-Scholes option-pricing model. It is likely that he would have been awarded the Nobel Prize in economics, but it is not awarded posthumously. In 2002, the American Finance Association established the Fischer Black Prize. The award is given to a young researcher whose body of work “best exemplifies the Fischer Black hallmark of developing original research that is relevant to finance practice.” Black, in an interview with Roger Ibbotson, offered this advice: “Information is more valuable sold than used.”25
Nobel Prize winner Merton Miller offered this advice in an interview with Barron’s:
“Don’t quote me on this, but I’d say don’t read Barron’s . . . because it will only tease you about investment opportunities that you’d best avoid.”26
Paul Samuelson was a Nobel Laureate in economics. He offered this perspective on the value of portfolio managers:
[A] respect for evidence compels me to incline toward the hypothesis that most portfolio decision makers should go out of business—take up plumbing, teach Greek, or help produce the annual GNP by serving as corporate executives. Even if this advice to drop dead is good advice, it obviously is not counsel that will be eagerly followed. Few people will commit suicide without a push.27
Warren Buffett offered this advice: “A prediction about the direction of the stock market tells you nothing about where stocks are headed, but a whole lot about the person doing the predicting.”28
Admissions from Industry Practitioners and Academics
John Kenneth Galbraith was one of our most famous economists. He was a professor of economics at Harvard and served as president of the American Economic Association. Galbraith also served in the administrations of Franklin Delano Roosevelt, Harry Truman, John F. Kennedy, and Lyndon Johnson. From 1943 until 1948, he served as editor of Fortune. His books on economic topics were bestsellers from the 1950s through the 1970s. Commenting on the ability of economic forecasters, Galbraith stated: “We have two classes of forecasters: those who don’t know—and those who don’t know they don’t know.”29
I would add a third class, the one that probably constitutes the majority: those who know they don’t know but get paid a lot of money to pretend they do.
The following quotation is particularly insightful since it came from Michael Evans, who at the time was chairman of Chase Econometrics (now known as IHS Global Insight): “The trouble with macro [economic] forecasting is that no one can do it.”30
IHS Global Insight’s web site (www.globalinsight.com) declares: “IHS Global Insight is the world leader in economic and financial analysis, forecasting and market intelligence with more than 40 years’ experience and an outstanding record for accuracy.” The firm probably collects tens of millions of dollars for providing insights on what Evans admitted no one can do.
Barton Biggs was the chief global strategist for Morgan Stanley. He was named by Institutional Investor magazine to its All-America Research Team 10 times, and he was voted the top global strategist and first in global asset allocation from 1996 to 2000 by the magazine’s Investor Global Research Team poll.
Biggs appeared on the cover of a July 1993, issue of Forbes wearing a bear costume, warning investors: “We have all been spoiled by the 12 fat years we have just lived through.” Convinced that the U.S. market had gotten way ahead of itself (meaning that investors were wrong to have bid the market up to such lofty levels), Biggs advised his clients to reduce their exposure to the U.S. market to 18 percent of their portfolio and to move their money overseas.
He argued that the U.S. market was near its top and was due for a fall that could range from 20 to 50 percent. “We’re due for a secular bear market. It’s been 20 years since the last one. Then, the decline could be 50 percent, as it was in the 1970s.” He added: “It doesn’t take a genius to see that this relationship is due for a change.”31
It took almost seven years before the bear market Biggs called for finally arrived. During this period, the United States experienced its greatest bull market ever (one that Mr. Biggs’s clients presumably missed out on). In addition, despite his claim that “it doesn’t take a genius to see that this relationship is due for a change,” the U.S market far outperformed the European and emerging-country markets—markets in which Mr. Biggs was advising his clients to invest—by margins of about two to one.
Perhaps this incident led Biggs to admit: “God made global strategists so weathermen would look good.”32
Gary Shilling is an economist and the president of A. Gary Shilling & Co., Inc. and editor of A. Gary Shilling’s Insight. He is a regular contributor to such publications as Forbes, the New York Times, and the Wall Street Journal. He frequently appears on CNBC. Here is what he had to say on the value of forecasts: “Hollywood producers with all their market research dollars get paid zillions of dollars and they don’t get it right. Why should I, a mere economist, think I can do any better?” 33
Joseph Mezrich was the head of Quantitative Strategies Group at Morgan Stanley Dean Witter when he admitted, “Surprise is a persistently important factor in stock performance.”34
This admission is of great importance. The dictionary defines surprise as causing an effect through being unexpected at a particular time or place. And since surprise is a persistently important factor in stock performance, efforts to outperform the market by actively managed funds are likely to prove futile. The logic is simple. First, if there are no surprises in terms of new information, the market will have already incorporated the expected results into prices. However, if the new information is a surprise, by definition the impact of the new information is not predictable (it is a surprise). Bottom line: the effect of surprises on market prices may be explainable but not exploitable.
Charles Clough was chief market strategist for Merrill Lynch when he stated: “I’m the lousiest market timer in the history of the world.”35
Personal finance columnist Jason Zweig offered this advice:
The ancient Scythians discouraged frivolous prophecies by burning to death any soothsayer whose predictions failed to come true. . . . Investors might be better off if modern forms of divination like market forecasts and earnings projections were held to biblical standards of justice.36
John Liscio wrote and published the financial newsletter The Liscio Report. In an interview with Barron’s, Liscio stated: “I don’t try to forecast. I don’t think forecasting is something within the realm of human possibility.”37
Fred Henning was the head of fixed income investing at Fidelity Investments when he made this astonishing admission: “Basically, we were guessing on interest rates. . . . What we’ve come to believe is that no one can guess interest rates.”38
Fidelity was happy to charge high fees for Henning’s guesses. Investors, however, would probably not have been happy to know they were paying for nothing more than guesses.
Ben Bernanke is the chairman of the Federal Reserve. He advises skepticism about the ability to foretell the future:
As an economist and policymaker, I have plenty of experience in trying to foretell the future, because policy decisions inevitably involve projections of how alternative policy choices will influence the future course of the economy. The Federal Reserve, therefore, devotes substantial resources to economic forecasting. Likewise, individual investors and businesses have strong financial incentives to try to anticipate how the economy will evolve. With so much at stake, you will not be surprised to know that, over the years, many very smart people have applied the most sophisticated statistical and modeling tools available to try to better divine the economic future. But the results, unfortunately, have more often than not been underwhelming. Like weather forecasters, economic forecasters must deal with a system that is extraordinarily complex, that is subject to random shocks, and about which our data and understanding will always be imperfect. In some ways, predicting the economy is even more difficult than forecasting the weather, because the economy is not made up of molecules whose behavior is subject to the laws of physics, but rather of human beings who are themselves thinking about the future and whose behavior may be influenced by the forecasts that they or others make. To be sure, historical relationships and regularities can help economists, as well as weather forecasters, gain some insight into the future, but these must be used with considerable caution and healthy skepticism.39
A fitting conclusion to this chapter is this tale of three “city slickers.” Each year, three friends—a doctor, a lawyer, and a market strategist—went on an adventure. This year, they decided to travel to the mountains of Colorado to whitewater raft, climb mountains, hot air balloon, and visit some of the old mining towns. While out hiking in the mountains, the sky turned ominously dark. Totally unprepared for this eventuality, they started to panic.
The lawyer remembered that they had passed a farmhouse a couple of miles back and recommended they head for it as quickly as possible. Luckily, they made it just before torrential rain began to pour down. They knocked on the door, and a farmer greeted them. They explained their predicament and asked if the farmer could provide shelter for the evening. The farmer explained he would be glad to but he only had room in the house for two. The third would have to sleep in the barn with his animals. The doctor, having grown up on a farm, volunteered to sleep in the barn. The farmer gave him a pillow, some blankets, and an umbrella and sent him on his way.
Two minutes later, there was a knock on the door. Standing there was the doctor.
The farmer asked: “What’s the matter?” The doctor replied: “I am a Hindu. In my religion, cows are sacred animals. I did not know there were cows in the barn. I cannot sleep with cows.”
The lawyer volunteered to take his place. Two minutes passed. Then the lawyer knocked on the door.
The farmer asked, “What’s the matter now?” The lawyer explained that he was Jewish, and pigs are not kosher animals. He could not sleep with pigs.
So the market strategist agreed to sleep in the barn. Two minutes later, there was another knock on the door. The farmer swung open the door for the third time. Standing on the front porch were the cows, the pigs, the chickens, and the horses.
Chapter 8
The Prudent Investor Rule
Chapters 1 through 6 presented the evidence that demonstrates the quest for the Holy Grail of alpha has been about as successful as the quests of Percival and Galahad. They also presented the advice against pursuing the Holy Grail of alpha from legendary investors such as Benjamin Graham, Peter Lynch, and Warren Buffett, as well as from leading academics. And you read the admissions of industry practitioners and members of the financial media. Chapter 7 presented the evidence on why persistent alpha is so hard to find and why market and economic forecasts are best ignored. It also presented advice and comments from practioners and academics.
There is one more story we need to cover about market efficiency. It is an old joke about a financial economist who was a passionate defender of the Efficient Market Hypothesis (EMH). He was walking down the street with a friend. The friend stops and says: “Look! There is a $20 bill on the ground.” The economist turns and says: “Can’t be. If there were a $20 bill on the ground, somebody would have already picked it up.”
This joke is told by those who believe that the markets are inefficient and that investors can outperform the market by exploiting mispricings—finding an undervalued stock instead of a $20 bill. It is important to understand that this is a misleading analogy to the EMH. The following version of the story is a more accurate one.
A financial economist and passionate defender of the EMH was walking down the street with a friend. The friend stops and says: “Look! There is a $20 bill on the ground.” The economist turns and says: “Boy, this must be our lucky day! Better pick it up quick because the market is so efficient it won’t be there for long. Finding a $20 bill lying around happens so infrequently it would be foolish to spend our time searching for more of them. Certainly, after assigning a value to the time spent in the effort, an ‘investment’ in trying to find money lying on the street just waiting to be picked up would be a poor one. I am certainly not aware of anyone who has obtained their wealth by ‘mining’ beaches with metal detectors.” When he had finished, they both looked down, and the $20 bill was gone.
There is also what might be called the “Hollywood version” of this story. A financial economist and passionate defender of the EMH was walking down the street with a friend. The friend stops and says: “Look! There is a $20 bill on the ground.” The economist turns and says: “Can’t be. If there were a $20 bill on the ground, somebody would have already picked it up.” The friend picks up the $20 bill and dashes off. Deciding this is an easy way to make a living, he abandons his job and begins to search the world for $20 bills lying on the ground waiting to be picked up.
A year later, the economist is walking down the same street and sees his long-lost friend sitting on the sidewalk wearing torn and filthy clothing. Appalled to see the disheveled state into which his friend has sunk, he rushes over to find out what happened. The friend tells him that he never found another $20 bill on the ground.
Those that tell the first version of the story fail to understand that an efficient market doesn’t mean that there cannot be a $20 bill waiting to be found. Instead, it means that it is so unlikely that you will find one that it does not pay to go looking for them—the costs of the effort are likely to exceed the benefits. In addition, if it became known that there were lots of $20 bills to be found in a certain area, everyone would be there competing to find them. That reduces the likelihood of achieving an appropriate “return on investment.”
The analogy to the EMH is that it is not impossible to uncover an anomaly (the $20 bill on the street) that can be exploited (being able to buy a stock that is somehow undervalued by the market). Instead, one of the fundamental tenets of the EMH is that successful trading strategies self-destruct in a competitive financial environment because they are self-limiting—when they are discovered, they are eliminated by the very act of exploiting the anomaly.
Economics professors Dwight Lee and James Verbrugge of the University of Georgia explain the power of the EMH in the following manner:
The efficient market theory is practically alone among theories in that it becomes more powerful when people discover serious inconsistencies between it and the real world. If a clear efficient market anomaly is discovered, the behavior (or lack of behavior) that gives rise to it will tend to be eliminated by competition among investors for higher returns. . . .
[For example] If stock prices are found to follow predictable seasonal patterns unrelated to financially relevant considerations, this knowledge will elicit responses that have the effect of eliminating the very patterns they were designed to exploit. . . .
The implication here is rather striking. The more empirical flaws that are discovered in the efficient market theory, the more robust the theory becomes. . . .
[In effect] Those who do the most to ensure that the efficient market theory remains fundamental to our understanding of financial economics are not its intellectual defenders, but those mounting the most serious empirical assault against it.1
The Prudent Investor Rule
Embedded within the American legal code is a doctrine known as the Prudent Investor Rule. This rule requires those responsible for the management of someone else’s assets to manage them in a manner appropriate to the financial circumstance and tolerance for risk of the beneficiaries as would a prudent investor. For example, if you are the trustee of the assets of an 83-year-old widow, you should be investing her money in safe assets, not in a hedge fund, venture capital, or emerging market bonds.
At one time, stocks were considered to be so risky that bonds were considered the only appropriate investments—even corporate pension funds reflected that view. That attitude has obviously changed. Equities are now considered appropriate investments (as long as the investment horizon is not short).
During the 1970s, pension fund sponsors began to discern that the collective performance of the active managers they hired to manage their pension fund assets was poor. This realization created the initial demand for index funds. Even though a few index funds became available, it wasn’t until 1990 and the awarding of the Nobel Prize to Merton Miller, William Sharpe, and Harry Markowitz that the benefits of Modern Portfolio Theory (MPT) became more widely known.
The American Law Institute
According to its Web site, the American Law Institute (ALI) is the leading independent organization in the United States, producing scholarly work to clarify, modernize, and otherwise improve the law. The institute is made up of 4,000 lawyers, judges, and law professors of the highest qualifications. It drafts, discusses, revises, and publishes Restatements of the Law, model statutes, and principles of law that are enormously influential in the courts and legislatures, as well as in legal scholarship and education.
In May 1992, the ALI rewrote the Prudent Investor Rule. Here is some of what the Institute had to say in doing so (emphasis mine):
By rewriting the Prudent Investor Rule, the ALI recognized both the significance and efficacy of MPT and that active management delivers inconsistent and poor results. The ALI had the following to say about market efficiency. In summary:
The Uniform Prudent Investor Act
The Uniform Prudent Investor Act (UPIA), adopted in 1994, reflects MPT and a total-return approach to the exercise of fiduciary investment discretion. The UPIA is currently the law in the vast majority of states and sets forth standards that govern the investment activities of trustees. It adopts MPT as the standard by which fiduciaries invest funds. The act does note that trustees have the authority to delegate their responsibilities as a prudent investor would. Thus, trustees/investors who do not have the knowledge, skill, time, or interest to prudently manage a portfolio should delegate that responsibility to an adviser who does. However, prudence in delegating the responsibilities must be observed. Section 9 (a) of the act states:
The trustee shall exercise reasonable care, skill, and caution in (1) selecting an agent, (2) establishing the scope and terms of the delegation, consistent with the purposes and terms of the trust and (3) periodically reviewing the agent’s actions in order to monitor the agent’s performance and compliance with the terms of the delegation.
For those with fiduciary responsibility, adopting MPT makes sense because:
Faced with this restatement and recent legislative changes, trustees began a major switch from active to passive portfolio strategies. As recently as 25 years ago, very little was invested in passive funds. By June 30, 2009, the amount invested was about $4.8 trillion.2
The shift has occurred not only because of the overwhelming evidence, but also because pension fund managers must now ask themselves: “Do I want to invest in a way that has been recognized as prudent by the ALI? Or would I rather try to beat the market through an active management strategy, knowing that if I fail I may be forced to justify why I took such a strategy in the face of the academic evidence?”
The trend to passive investing is not only apparent in the institutional market, but is also rapidly gaining momentum in the retail market. Vanguard launched an S&P 500 Index fund with $11.4 million in assets in 1976. It took six years to cross the $100 million mark, but only four more to approach $500 million in assets. In early 1997, it crossed $30 billion. As of August 2010, the fund had approximately $86.8 billion under management, and the Vanguard Total Stock Market Fund had over $126.4 billion under management. Both had long ago surpassed the actively managed Fidelity Magellan to become the largest retail funds in the world.
Even the bear market of 2008 through March 2009 did not stop the trend. Investors continued to add over $250 billion in assets in passive investment strategies from the end of 2007 through August 2009 and withdrew over $70 billion from actively managed funds. In the first half of 2009, almost $22 billion of new cash was added to equity index funds, while $20 billion was withdrawn from active stock funds.3 The result will be that a lot more of the returns the market provides will end up in the accounts of investors instead of in the wallets of active managers.
While individual investors are waking up to the failure of active management, they lag institutional investors in the shift to passive investing. According to the Investment Company Institute, at year-end 2007 there was $1.5 trillion invested in index funds and exchange-traded funds (ETFs), representing just 12.5 percent of the total invested in mutual funds.4 The explanation for the smaller share among individual investors is that institutional investors are more aware of the academic research.
The good news is that the Investment Company Institute’s 2010 annual report showed that index funds and ETFs (almost all of which are passively managed) continued to gain market share. For example, at the end of 2009, index mutual funds had increased their market share to 13.7 percent. It is worth noting that the figures for 2000 and 1995 were just 9 percent and 4 percent, respectively.5 While active managers will probably never go the way of buggy-whip manufacturers, their market share seems sure to continue to decline as investors continue to abandon the quest for alpha and accept market returns.
Despite all the evidence, despite the UPIA, and despite the ALI’s Third Restatement of Trusts, Wall Street and most of the financial media continue to tout the benefits of active investing. The question is: Why? Simply, it is a matter of having their own interests at heart, not yours. That is the subject of Chapter 9.
Chapter 9
Whose Interests Do They Have at Heart?
An out-of-town visitor was being shown the wonders of the New York financial district. When the party arrived at the Battery, one of his guides indicated some handsome ships riding at anchor. He said, “Look, those are the bankers’ and brokers’ yachts.” The naïve customer asked: “Where are the customers’ yachts?”1
Wall Street needs and wants you to play the game of active investing. They know that your odds of outperforming appropriate benchmarks are so low, it is not in your interest to play. They need you to play so they (not you) make the most money. They make it by charging high fees for active management that persistently delivers poor performance. The financial media also want and need you to play so you “tune in.” They need you to become hooked on investment noise (or what author Jane Bryant Quinn called investment porn), as that is what produces profits for them. Their interests are not aligned with the interest of investors.
Advice from Professional Investors
Gary Gensler is the chairman of the U.S. Commodity Futures Trading Commission. From 1999 through 2001, he was Undersecretary of Domestic Finance at the Department of the Treasury. From 1997 through 2001 he was Assistant Secretary of Financial Markets. Gensler also spent 18 years at Goldman Sachs, rising to cohead of finance. After leaving the Treasury, he acted as a senior adviser to Senator Paul Sarbanes, one of the authors of legislation that eventually became the Sarbanes-Oxley Act, designed to bring greater oversight to the accounting industry and reform of corporate governance. Along with co-author Gregory Arthur Baer, a former assistant secretary for financial institutions at the U.S. Department of the Treasury, he wrote The Great Mutual Fund Trap. Gensler and Baer warned investors:
The mutual fund and brokerage industries belittle indexing because it is deadly competition for their higher margin products. The financial media ignore it because it makes such lousy copy.2
They added:
With all that is known about the poor results of active stock picking, why do so many investors still buy high-cost mutual funds and churn their stock portfolios? One major reason is because they are told to do so, every day, explicitly or implicitly, by the financial media and Wall Street.3
Admissions from Industry Practitioners and Academics
Dan Ariely is a professor of behavioral economics at Duke University and a visiting professor at MIT’s Media Laboratory. He is also the author of Predictably Irrational. Quoting Pulitzer Prize–winning author and political activist Upton Sinclair, he states, “It is difficult to get a man to understand something when his salary depends on his not understanding it.”4
Ariely recognized that when there is a conflict of interest, it is hard for those whose incomes depend on exploiting that conflict to admit the problem. Despite the difficulty, the following provides evidence of the conflicts facing Wall Street and the financial media.
We begin with an internal memo from a major brokerage firm. It would be hard to find more damning evidence.
Index funds are passively managed mutual funds. They simply buy and hold all the stocks of a particular market index such as the S&P 500. . . . Because their turnover is low and they don’t require large research staffs, most have low operating expenses. . . . The returns of an index fund are a function of two factors: the performance of the index itself, and the fees to operate and distribute the mutual fund. For a fund to be successful in the brokerage community it must adequately compensate brokers either through an up-front commission or an ongoing service fee or both. As a result, a broker-sold index fund would underperform not only the index but also a no-load index mutual fund. These are reasons why most index funds are offered by no-load fund groups.
Brokers do not sell index funds because they do not perform well. They are not sold because investors can buy them cheaper elsewhere. Mutual fund sponsors avoid indexing because, while the record makes clear it is the winning strategy for investors, it is not very profitable for fund sponsors. They see indexing as the losing business strategy.
For these reasons, Wall Street does not educate consumers about the virtues of passive management and continues to extol the dubious virtues of active management. It is clearly in the interest of Wall Street to charge you 1.5 percent for underperforming actively managed funds rather than about 0.1 percent to 0.5 percent for index funds.
The following tale is further evidence of the problem of conflicting interests.
CIBC is one of Canada’s largest banks. In the mid-1990s, it made the decision to focus on growing its wealth management business. The problem was that the family of CIBC mutual funds had delivered poor results, leaving them with a marketing dilemma. The bank decided that the solution to their problem was to tout index funds as the winning strategy for investors. The bank created a family of index funds and placed Ted Cadsby in charge. His mission was to spread the gospel of the benefits of passive investing. He became a very public spokesman for the bank. Cadsby authored The Power of Index Funds, in which he railed against the evils of active management.
Cadsby was successful in his mission—assets under management doubled to $24 billion in just four years. CIBC had the second-fastest growing fund family among Canadian banks. Then Cadsby disappeared from public view. According to the Financial Post, Cadsby had been told to “quiet down.” Why? Because the winning strategy for investors was the losing strategy for the bank!
The bank had recently purchased Merrill Lynch Canada’s retail brokerage arm (including $4.5 billion in actively managed mutual fund assets), as well as TAL Global Asset Management Inc., which managed over $50 billion in assets, including $4 billion in retail mutual funds (under the Talvest name). These funds charged the kind of outrageously high fees against which Cadsby had been railing. The typical Talvest fund charged about 2.5 percent per annum. Some of its global funds charged over 3 percent per annum. Merrill’s fund fees were similar.5
Ted Lux was a stockbroker at Morgan Stanley Dean Witter. After leaving, he wrote Exposing the Wheel Spin on Wall Street. He warned about the conflicts of interest between Wall Street and its clients:
While I was at Morgan Stanley Dean Witter I never once came across a broker talking to a client about the problems turnover creates with mutual fund investing. Nor capital gains tax. Nor the effect the tax has on lowering the investor’s true rate of return. Simply put, the idea or notion of after-tax returns was shoved aside and under the rug.6
Just as it is not in the interests of Wall Street for investors to give up the quest for the Holy Grail of alpha, neither is it in the interests of the financial media. Consider the following two admissions. The August 1995 edition of Money stated: “Bogle [of the Vanguard group of funds, the largest provider of retail index funds] wins: Index funds should be the core of most portfolios today.”
The Wall Street Journal joined in the chorus of warnings against actively managed funds: “A decade of results throws cold water on the notion that strategists exhibit any special ability to time the markets.”7
The irony in these statements is that none of the publications will give indexing a wholehearted endorsement. If readers believed in indexing, who would buy publications touting which stocks and mutual funds to buy? The primary objective of most financial publications is not to make their readers wealthy. Instead, it is to get readers to buy more of what they are selling—their magazines. In addition, these magazines carry a large amount of advertising from actively managed mutual funds. The publishers do not want to risk losing valuable advertising revenue.
Even BusinessWeek has warned investors about the conflict of interest between Wall Street and its clients: “It has been a problem since the dawn of the retail brokerage business. Brokers have a strong incentive to get customers to trade when it might be in clients’ interests to do nothing.”8
John Merrill, author of Outperforming the Market, warned investors to be aware of the bias of the financial press:
First and foremost, the financial media is no different than other media. Job number one is to maintain and increase readers and viewers. This forces their primary focus to be on today. It is in their interest to hook their audience on daily information (or weekly or monthly, depending on publishing or broadcasting dates). It is a huge challenge—to make each day’s market activity seem meaningful.9
Jean Baptiste Colbert, finance minister to Louis XIV, described the act of generating revenue in this colorful way: “The art of taxation consists in so plucking the goose as to procure the greatest quantity of feathers with the least possible amount of hissing.”10
The same can be said of active managers: They want to keep plucking those large management fees from the pockets of individual investors with the least possible amount of hissing. In order to continue doing so, they must keep alive the myth that active management works.
Frank Knight, a professor of economics at the University of Chicago from 1928 until his death in 1972 at the age of 87, said it best when he claimed that economic theory was not at all obscure or complicated, but that most people had a vested interest in refusing to recognize what was “insultingly obvious.”11
The financial media also have conflicts. Consider this admission from Steve Forbes, publisher of the magazine that bears his name: “You make more money selling advice than following it. It’s one of the things we count on in the magazine business—along with the short memory of our readers.”12
And consider this from an anonymous writer for Fortune: “By day we write ‘Six Funds to Buy NOW!’ We seem to delight in dangerous sectors like technology. We appear fascinated with one-week returns. By night, however, we invest in sensible index funds. Unfortunately, rational, pro-index fund stories don’t sell magazines, cause hits on Web sites, or boost Nielsen ratings.”13
Caroline Baum is the author of Just What I Said and a columnist for Bloomberg. Bloomberg is in the business of selling the noise. Yet Baum, writing for Bloomberg, stated: “Pundits can’t predict the future to save their lives, but when it comes to explaining the past, nobody does it better.”14
Scott Burns has been a personal financial columnist for over 40 years. Writing for the Dallas Morning News, Burns warned investors:
Index strategies work, not because of market timing, but because not making investment decisions works better than making investment decisions. No one on Wall Street wants to hear this because they make their livings by making investment decisions and charging us for it. The end result of Wall Street investment decisions is great for them (commissions, management fees, free trips, expense-paid bachelor parties, etc.). But the people who put up the money—you and me—rarely benefit. There are several reasons for this. First, it costs a lot of money to have someone make investment decisions. Wall Street has been charging all the traffic will bear for decades. Second, it costs money to execute those decisions—in commissions and market maker spreads.
How this continues, year after year, is beyond me. If a group of surgeons learned (however reluctantly) that a procedure harmed their patients about 70 percent of the time, they would be duty-bound to stop performing the procedure. Wall Street just keeps doing its “procedure,” regardless of efficacy, because it makes their Mercedes payment.15
If you are not yet convinced about whose interests Wall Street has at heart, I have saved the best for last. The following quotation was provided to me by attorney Dan Solin, author of Does Your Broker Owe You Money?
The source is an unnamed former vice president of sales of a major broker-dealer. The source is unnamed because arbitration cases prevent disclosure. Solin had represented an ex-broker who worked for two major firms. The ex-broker testified to almost precisely this speech being given to him. Dan added that he has reviewed tens of thousands of pages of internal broker-dealer documents. From his perspective, the following accurately reflects the prevailing views of management in the brokerage industry:
My branch managers only want producers who will pick the gold from their grandmother’s teeth. Now that we have the gun to your head and we are into your pockets, do as you are told, sell what we want you to sell when we want you to sell it, or we’ll fire you and hire someone else. Then we will sue you for what we lent you and make damn well sure that you never see your book of business again.
A Triumph of Hope over Experience
Steve Galbraith teaches security analysis at Columbia University in its MBA program. He was the former chief U.S. investment strategist at Morgan Stanley. He also co-authored Morgan Stanley’s US Investment Perspectives. In March 2002, Galbraith invited John Bogle, the founder and former chairman of the Vanguard Group and a strong advocate of passive investing, to speak to his class.
In a letter to investors in the April 3, 2002, issue, Galbraith related the following about Bogle’s presentation:
He laid out the case against active management and for indexing quite powerfully. My guess is that more than a few students left the class wondering just what the heck their hard-earned tuition dollars were doing going to a class devoted to the seemingly impossible—analyzing securities to achieve better-than-market returns. . . . At least the students have the excuse of being early in their careers; what’s mine for staying the course in my current role?
He also admitted: “We recognize that the odds are against active managers.” [Emphasis mine]
Galbraith pointed out that actual returns to investors in the greatest bull market ever ranged “from the subprime to the ridiculous.” Galbraith closed his letter on a very revealing note: “From our perspective, perhaps in a triumph of hope over experience, we continue to believe active managers can add value.” [Emphasis mine] Given the role of his employer, to believe otherwise would be committing professional suicide. The winning strategy for investors is simply to accept market returns. However, that is not the winning strategy for Morgan Stanley.
You don’t have to play the game of active management. Instead, you can earn market (not average) rates of return with low expenses and high tax efficiency. You can do so by investing in passively managed investment vehicles, virtually guaranteeing that you will outperform the majority of both professionals and individual investors. Let’s see why this must be so.
The Arithmetic of Active Management
William Sharpe is a professor of finance, emeritus, at Stanford University’s Graduate School of Business and the winner of the 1990 Nobel Memorial Prize in economic science. Along with co-winners Harry Markowitz and Merton Miller, Sharpe was awarded the prize for pioneering work on the theory of financial economics. He has also served as president of the American Finance Association.
In 1991, Sharpe wrote his now famous paper, The Arithmetic of Active Management, in which he demonstrated that oft-heard claims such as “This is a stock picker’s year when active managers will beat their respective indices,” “In small caps and emerging markets especially you’re better off with active managers,” and “Active managers can protect you from bear markets” can be made only by “assuming that the laws of arithmetic have been suspended for the convenience of those who choose to pursue careers as active managers.”16
Sharpe explained it this way:
If “active” and “passive” management styles are defined in sensible ways, it must be the case that:
(1) before costs, the return on the average actively managed dollar will equal the return on the average passively managed dollar and
(2) after costs, the return on the average actively managed dollar will be less than the return on the average passively managed dollar.
These assertions will hold for any time period. Moreover, they depend only on the laws of addition, subtraction, multiplication and division. Nothing else is required. To repeat: Properly measured, the average actively managed dollar must underperform the average passively managed dollar, net of costs. Empirical analyses that appear to refute this principle are guilty of improper measurement.17
A simple example will demonstrate conclusively that active investing must, in aggregate, be a loser’s game, despite claims to the contrary. The market is made up of only two types of investors: active and passive.
Assume that 70 percent of investors are active and 30 percent of investors are passive. (The outcome is the same regardless of the percentages used.) Assume the market returns 10 percent. On a pre-expense basis, investors in the Vanguard Total Stock Market Fund must earn 10 percent. What rate of return, before expenses, must the active managers have earned? Because the sum of the parts must equal the whole, collectively, active managers must also have earned 10 percent. The following equations show the math:
A = Total Stock Market, B = Active Investors, C = Passive Investors
A = B + C
X = Rate of return earned by active investors
10% (100%) = X% (70%) + 10% (30%)
X must equal 10%
Note that if you change the percentages of market share, the outcome is exactly the same. Thus, even if index funds take over 90 percent of the market, the results will be the same.
Because all stocks must be owned by someone, if one active investor outperforms because he overweighted the top-performing stocks, another active investor must have underperformed by underweighting those very same stocks. The investor who outperformed had to buy those winning securities from someone. Since passive investors simply buy and hold, the stock must have been sold by another active investor. In aggregate, on a pre-expense basis, active investors earn the same market rate of return as do passive investors.
The Math Is Always the Same
If, instead of using the total stock market, we substituted the S&P 500 Index, small-cap stocks, value stocks, real estate, emerging markets, or any other asset class, we would come to exactly the same conclusion. That exposes the lie that active management works in “inefficient” asset classes like small-cap and emerging market stocks.
The same thing is true for bull and bear markets. If the market loses 10 percent, the Vanguard Total Stock Market Fund will also lose 10 percent on a pre-expense basis—in aggregate, so must active investors. The math doesn’t change if the bull is rampaging or the bear comes out of hibernation—in aggregate, active management must earn the same pre-expense gross return as passive management, regardless of asset class or market condition.
The Costs of Active Investing
So far, we have been discussing gross returns. Investors don’t earn gross returns; they earn returns net of expenses. To get to the net returns, we must subtract all costs, including trading costs. The most obvious cost is a fund’s expense ratio. While the typical actively managed fund has an expense ratio of about 1.5 percent, the expense ratio of most index funds ranges from just 0.1 to 0.5 percent. Mutual funds also incur trading costs that are related to turnover.
Trading Costs
Trading costs are not limited to just commissions, but also include the difference between the bid and offer. When buying or selling large amounts of stock, funds can incur market impact costs.
An estimate of the negative impact of the trading (turnover) of active managers is provided by a Morningstar study. Morningstar divided mutual funds into two categories: those with an average holding period greater than five years (less than 20 percent turnover) and those with an average holding period of less than one year (turnover greater than 100 percent). Over a 10-year period, Morningstar found that low-turnover funds returned an average of 12.87 percent per annum. On average, high-turnover funds gained only 11.29 percent per annum. Relative to low-turnover funds, trading costs (and perhaps higher operating expenses) reduced returns of the high-turnover funds by 1.58 percent per annum.18
Taxes
For taxable accounts, taxes are often the greatest expense of active management. The negative impact of the burden of taxes is a result of fund distributions. The incremental tax cost of active versus passive funds can easily exceed 1 percent per annum. For example, John Bogle studied the effect of taxes on returns and found:
How great a hurdle is the burden of taxes? Consider the following:
Ted Aronson is the founder of Aronson + partners (now Aronson+Johnson+Ortiz), an institutional money manager with about $18 billion in assets under management. In an interview with Barron’s, he admitted:20
There is one other cost of active management.
The Cost of Cash
It is often overlooked because it is hidden. It is the “cost of cash.” The cost of cash is a result of a mutual fund’s holding cash instead of being fully invested in the market. Since, over the long term, stocks have provided a higher return than cash (or the equivalent of one-month Treasury bills), holding cash in an effort to time the market reduces returns. A study by Russ Wermers found that nonequity holdings reduced returns for the average actively managed equity fund by 0.7 percent.21
In each of the preceding cases, because of operating expenses, trading costs, taxes, and the cost of cash, the cost of implementing a passive strategy will be less than that of an active one. Thus, in aggregate, passive investors must earn higher net returns than active investors. As Sharpe pointed out, the mathematical facts cannot be denied. The bottom line is that active management is, in aggregate, a negative-sum game.
An Expensive Quest
How much is the quest for the Holy Grail of alpha costing investors? Professor Ken French sought the answer to that in his 2008 study “The Cost of Active Investing.”22 The study covered the period 1980–2006 and included mutual funds, exchange-traded funds (ETFs), hedge funds, and institutional funds. French compared the total costs of active management (fees, expenses, and trading costs) with an estimate of costs if everyone invested passively—the difference being the cost of active management. The following is a summary of his findings:
French estimated that in 2006 the total cost of investing, the fees and expenses paid for mutual funds, the investment management costs paid by institutions, the fees paid to hedge funds and funds of funds, and the transaction costs paid by all traders was 0.75 percent of the value of all New York Stock Exchange, American Stock Exchange, and Nasdaq stocks. He also estimated that if all investors paid passive fees, and there were no hedge funds, the cost of investing in 2006 would have been just 0.09 percent. The difference between the actual and passive estimates measures the cost of active investing. Bottom line: active investors are engaging in a massive transfer of wealth—about $80 billion annually (based on market capitalization of about $12 trillion)—from their own wallets to those of the purveyors of actively managed products and market makers.
Michael Jensen is a professor emeritus at Harvard University and a major contributor to modern financial theory, having published over 100 scientific papers. Here is what he had to say on the subject of the costs of active investing: “It is difficult to systematically beat the market. But it is not difficult to systematically throw money down a rat hole by generating commissions (and other costs).”23
Despite the enormity of the costs of active investing, French’s estimate is too low. The reason is that it does not take into account the incremental burden of higher taxes incurred by active investors with taxable holdings. As Wall Street Journal personal financial columnist Jonathan Clements noted: “If index funds look great before taxes, their performance is almost unbeatable after taxes, thanks to their low turnover and thus slow realization of capital gains.”24
French made the important observation that the cost of active investing is not a pure loss to society—the price discovery activities of active managers improve the accuracy of financial prices and allow for an efficient allocation of capital. The good news for passive investors is they get to be “free riders,” benefiting from the activities of active managers without paying the costs.
Summary
The evidence presented demonstrates that, in aggregate, active management is a negative-sum game, also known as a loser’s game. That does not mean that all active investors produce below benchmark returns. Active management does hold out the hope of outperformance. However, it is probably safe to say that there is no other effort on which such an expense is incurred every year with such poor results.
Hopefully, all of the evidence presented has convinced you that the quest for the Holy Grail of alpha is the triumph of hope, hype, and marketing over wisdom and experience. If you still doubt this conclusion, consider the following quotations from two legendary investors. On the supposed advantages of investment professionals, Peter Lynch opined: “[Investors] think of the so-called professionals, with all their computers and all their power, as having all the advantages. That is total crap. . . . They’d be better off in an index fund.”25
The following three quotations are from Warren Buffett:
Most investors, both institutional and individual, will find that the best way to own common stocks is through an index fund that charges minimal fees. Those following this path are sure to beat the net results (after fees and expenses) delivered by the great majority of investment professionals.26
In an interview with Fortune, Buffett offered this advice: “Buying an index fund over a long period of time makes the most sense.”27
Buffett also offered this observation in his 2004 Annual Letter to shareholders of Berkshire Hathaway:
Over the 35 years, American business has delivered terrific results. It should therefore have been easy for investors to earn juicy returns: All they had to do was piggyback Corporate America in a diversified, low-expense way. An index fund that they never touched would have done the job. Instead many investors have had experiences ranging from mediocre to disastrous.
And, finally, in case you are not yet convinced that Wall Street does not have your interests at heart, consider this from ex-Salomon Brothers employee and author Michael Lewis:
A vast industry of stockbrokers, financial planners, and investment advisers skims a fortune for themselves off the top in exchange for passing their clients’ money on to people who, as a group, cannot possibly outperform the market.28
A fitting close to this chapter is the following tale. John, a stockbroker, has just died. An angel greets him at the pearly gates.
Angel: John, I have good news and bad news for you. Which would you prefer first?
John: Might as well get the bad news out of the way.
Angel: You have not done enough good things to get into heaven.
John: Oh, my goodness. What could possibly be the good news?
Angel: You did not do enough bad things to go to that other place.
John: What happens to me now?
Angel: Actually, we give you a choice. We let you visit both places, and you get to decide where you want to spend eternity. The only caveat is that once the choice is made, it is irrevocable. Where would you like to go first?
John: Let’s try heaven first.
The angel snaps his fingers and John is in heaven—a beautiful, pastoral setting with angels flying around; people playing musical instruments; others reading books; or whatever you might imagine heaven to be. Upon his return, the angel asks:
Angel: So what do you think?
John: It’s just like I imagined it. But, as long as I have a choice, I might as well visit the other place.
The angel snaps his fingers once again, and John finds himself surrounded by beautiful women, swimming pools, golf courses, theatres, casinos, and so on. Upon his return, the angel again asks what he thinks.
John: Heaven was awfully nice, but I think the other place is more me. I have decided to go there.
Angel: Are you sure? Because the choice is irrevocable.
John: I am sure.
The angel snaps his fingers, and John arrives in hell. It is 120 degrees, and everyone is wearing heavy chains and pounding on rocks with a sledgehammer. The devil greets him.
John: What is this?
Devil: Yesterday, you were a prospect. Today, you’re my client.
Chapter 10
How to Play the Winner’s Game
As we discussed in Chapter 2, if anyone should be able to beat the market, it should be the pension plans of large companies. They have all the advantages over individual investors, including paying significantly lower fees and not having the burden of taxes to overcome. Yet we saw the evidence that pension plans have had a difficult time outperforming appropriate benchmarks. The following is another example of their inability to beat simple indexing strategies.
FutureMetrics is a consulting firm that maintains an extensive database on corporate defined benefit plans. They studied the performance of 192 major U.S. corporate pension plans for the 18-year period 1988–2005.1 Since it is estimated that the average pension plan has an allocation of 60 percent equities and 40 percent fixed income, we can compare the realized returns of these plans to a benchmark portfolio with an asset allocation of 60 percent S&P 500 Index and 40 percent Barclays Capital Intermediate Government/Corporate Bond Index (range, 1–10 years). This passive portfolio could have been implemented by each of the plans as an alternative to active strategies. Less than 30 percent of the pension plans outperformed the simple indexing strategy.
Based on my experience, it is safe to say that the poor results could not be attributed to poor governance. Certainly, the investment policy committee members of the pension plans considered themselves good stewards. In other words, they were smart people who performed their roles diligently—yet they still failed. With such a high percentage failing, it is unlikely they failed because of bad luck. If it was not bad luck, and it was not failure of process, what led to such a high failure rate? The answer is the strategy they used: active management was a losing strategy.
The story is actually worse than even these dismal results suggest. Consider that a large number of these pension plans invested at least some small portion of their plans in riskier asset classes such as small-cap and value stocks, high-yield bonds, venture capital, and emerging-market equities. As higher-risk asset classes, they have higher expected returns. Yet despite this advantage, for the time period surveyed, over 70 percent of the funds failed to beat “par.” These pension plans were likely taking more risk, and yet they earned lower, not higher, returns.
Consider also that since the average pension plan has an allocation of 60 percent equities and 40 percent bonds, some surely have a higher equity allocation. Given that equities outperformed bonds over the period of the study, any plan with an allocation of more than 60 percent stocks would have had an advantage. Again, these plans were taking more risk but were “rewarded” with lower returns.
Ask yourself what advantage you have that would allow you to have a high degree of confidence that you would be likely to succeed where the plans with the advantages of lower costs failed with such great frequency? I have yet to meet an individual or investment committee that could provide an answer.
Indexing Is More than the S&P 500 Index
Writing for the Wall Street Journal, Jonathan Clements noted: “Indexing is a wonderful strategy. It’s a shame most folks do it wrong.”2 He was referring to his belief that most investors who use index funds limit themselves to funds that mimic the S&P 500. In this chapter, you will see how expanding on a simple S&P 500 indexing strategy can improve results. It will also show you how to outperform the vast majority of institutional investors.
The power of Modern Portfolio Theory (MPT) will be demonstrated by following the performance of a “control” portfolio, with a traditional asset allocation of 60 percent equities and 40 percent fixed income over the 35-year period 1975–2009. This period was chosen because it is the longest for which we have data on the indices used. Again, this 60/40 allocation is typical of the asset allocation of U.S. pension plans, so-called balanced mutual funds and many individual investors. While maintaining the same 60 percent stock/40 percent bond allocation, we will expand our investment universe to other equity asset classes.
We will begin with the same two investments that served as the benchmark in the FutureMetrics example, the S&P 500 Index for the equity allocation and the Barclays Capital Intermediate Government/Credit Bond Index for the fixed income allocation.
First, we will see how the portfolio performed if an investor had the patience to stay with this allocation from 1975 through 2009 and rebalanced annually. We then demonstrate how the portfolio’s performance could have been made more efficient by increasing its diversification across asset classes. We do so in five steps.
Portfolio 1
S&P 500 Index | 60% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, Barclays
1975–2009 | |
Annualized Return (%) | Annual Standard Deviation (%) |
10.6 | 11.3 |
By changing the composition of the control portfolio through a step-by-step process, we will see how we can improve the efficiency of our portfolio. To avoid being accused of data mining, we will alter our allocations by arbitrarily “cutting things in half.”
Step 1: The most important diversification on the equity side is to add an exposure to international equities. Therefore, we reduce our allocation to the S&P 500 from 60 percent to 30 percent and allocate 30 percent to the MSCI EAFE (Europe, Australasia, and the Far East) Index.
Portfolio 2
S&P 500 Index | 30% |
MSCI EAFE Index | 30% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, MSCI Inc., Barclays
1975–2009 | ||
Annualized Return (%) | Annual Standard Deviation (%) | |
Portfolio 1 | 10.6 | 11.3 |
Portfolio 2 | 10.6 | 11.3 |
Step 2: Our next step is to diversify our domestic equity holdings to include small caps. We shift half our 30 percent allocation to the S&P 500 Index to a small-cap index.
Portfolio 3
S&P 500 Index | 15% |
Fama/French US Small Cap Index | 15% |
MSCI EAFE Index | 30% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, MSCI Inc., Barclays, CRSP®
1975–2009 | ||
Annualized Return (%) | Annual Standard Deviation (%) | |
Portfolio 1 | 10.6 | 11.3 |
Portfolio 2 | 10.6 | 11.3 |
Portfolio 3 | 11.2 | 11.5 |
Step 3: Our next step is to shift half our 15 percent allocations to domestic large and small caps to domestic large value and small value.
Portfolio 4
S&P 500 Index | 7.5% |
Fama/French US Large Value Index (ex utilities) | 7.5% |
Fama/French US Small Cap Index | 7.5% |
Fama/French US Small Value Index (ex utilities) | 7.5% |
MSCI EAFE Index | 30% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, MSCI Inc., Barclays, CRSP®
1975–2009 | ||
Annualized Return (%) | Annual Standard Deviation (%) | |
Portfolio 1 | 10.6 | 11.3 |
Portfolio 2 | 10.6 | 11.3 |
Portfolio 3 | 11.2 | 11.5 |
Portfolio 4 | 11.5 | 11.8 |
Step 4: Our next step is to diversify our international equity holdings to include value stocks. (I would have included small-cap stocks here, but the MSCI EAFE Small Cap Index data only goes back to 1999.) We shift half our 30 percent allocation to the MSCI EAFE to the MSCI EAFE Value Index.
Portfolio 5
S&P 500 Index | 7.5% |
Fama/French US Large Value Index (ex utilities) | 7.5% |
Fama/French US Small Cap Index | 7.5% |
Fama/French US Small Value Index (ex utilities) | 7.5% |
MSCI EAFE Index | 15% |
MSCI EAFE Value Index | 15% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, MSCI Inc., Barclays, CRSP®
1975–2009 | ||
Annualized Return (%) | Annual Standard Deviation (%) | |
Portfolio 1 | 10.6 | 11.3 |
Portfolio 2 | 10.6 | 11.3 |
Portfolio 3 | 11.2 | 11.5 |
Portfolio 4 | 11.5 | 11.8 |
Portfolio 5 | 11.8 | 11.9 |
The effect of our changes has been to increase the return on the portfolio from 10.6 percent to 11.8 percent (1.2 percent), while increasing the portfolio’s volatility from 11.3 to 11.9 percent (just 0.6 percent). In relative terms, we increased the return by about 11 percent, while volatility increased about 5 percent. The result is a more efficient portfolio.
We have one more step to consider. Commodities diversify some of the risks of investing in stocks. They also diversify the risks of investing in bonds. We add a 4 percent allocation to the Goldman Sachs Commodity Index (S&P/GSCI), reducing each of our four domestic equity allocations by 0.5 percent (from 7.5 to 7.0) and both the international equity allocations by 1 percent (from 15 to 14).
Portfolio 6
S&P 500 Index | 7% |
Fama/French US Large Value Index (ex utilities) | 7% |
Fama/French US Small Cap Index | 7% |
Fama/French US Small Value Index (ex utilities) | 7% |
MSCI EAFE Index | 14% |
MSCI EAFE Value Index | 14% |
S&P/GSCI | 4% |
Barclays Capital Intermediate Government/Credit Bond Index | 40% |
Sources: S&P, MSCI Inc., Barclays, CRSP®
1975–2009 | ||
Annualized Return (%) | Annual Standard Deviation (%) | |
Portfolio 1 | 10.6 | 11.3 |
Portfolio 2 | 10.6 | 11.3 |
Portfolio 3 | 11.2 | 11.5 |
Portfolio 4 | 11.5 | 11.8 |
Portfolio 5 | 11.8 | 11.9 |
Portfolio 6 | 11.6 | 11.2 |
The net result of all of our changes is that we now have a portfolio that produced both higher returns with less volatility, clearly a more efficient portfolio. On an absolute basis, returns increased 1.0 percent (from 10.6 to 11.6), and volatility fell by 0.1 percent (from 11.3 to 11.2). On a relative basis, returns increased by about 9 percent, and volatility fell by about 1 percent.
Does Passive Investing Produce Average Returns?
Through the step-by-step process described above, it becomes clear that one of the major criticisms of passive portfolio management—it produces average returns—is false. There was nothing “average” about the returns of any of the six portfolios we explored. Certainly, the returns were greater than those of the average investor with a similar equity allocation, be it individual or institutional. Remember that about 70 percent of the pension plans could not even beat Portfolio 1.
Passive investing produces market, not average, returns—and it does so in a relatively low-cost and tax-efficient manner. The average actively managed fund produces below-market results; it does so with great persistency and in a tax-inefficient manner.
By playing the winner’s game of accepting market returns, investors will almost certainly outperform the vast majority of both individual and institutional investors who choose to play the active game. There is only one caveat. Investors must learn to act like a postage stamp. The lowly postage stamp does only one thing, but it does it exceedingly well—it sticks to its letter until it reaches its destination. Investors must stick to their investment plan (asset allocation) until they reach their financial goals. Their only activities should be rebalancing, tax-loss harvesting, and continuing to save and add to their portfolios.
Before concluding, we need to address one more critical part of playing the winner’s game—the wisdom to know you have enough.
Enough
Author Kurt Vonnegut related this story about fellow author Joseph Heller. The two were at a billionaire’s party on Shelter Island. Vonnegut asked Heller how it made him feel that the host may have made more money in one day than Catch-22 (Heller’s most famous work) did in its entire run. Heller replied that he had something the host could never have: “The knowledge that I’ve got enough.”3
In 2009, I was asked to do an investment seminar for Tiger 21, a group of very high-net-worth individuals. One of the issues the group asked me to address was: how do the rich think about risk, and how should they think about it? What follows was my answer:
Unless one inherits their wealth, the most common way large fortunes are created is by taking lots of risk, often concentrating that risk in a personally owned business. Thus, high-net-worth individuals are typically successful entrepreneurs. By definition, they are risk takers who have known success. That provides them with confidence in their ability to take risk. That confidence often creates the willingness to take risks. In addition, given that they have large fortunes, they also have the ability to take risk. And that combination typically leads people to continue to take risks.
However, the ability and willingness to take risk are only two of the three criteria one should consider when deciding on an investment policy. The third and often overlooked criterion is the need to take risk. A great irony is that those who have the most ability and willingness to take risk have the least need to take it.
Those with sufficient wealth to meet all their needs should consider that the strategy to get rich is entirely different than the strategy to stay rich. The strategy to get rich is to take risks, typically in one’s own business. But the strategy to stay rich is to minimize risk, diversify the risks you take, and avoid spending too much. I explained that since the objective of the Tiger 21 members was now to stay rich, it was important to create a new investment plan incorporating that goal.
When deciding on the appropriate asset allocation, investors should consider their marginal utility of wealth—how much any potential incremental wealth is worth relative to the risk that must be accepted to achieve a greater expected return. While more money is always better than less, at some point most people achieve a lifestyle with which they are comfortable. At that point, taking on incremental risk to achieve a higher net worth no longer makes sense: the potential damage of an unexpected negative outcome far exceeds the potential benefit gained from incremental wealth.
Each investor needs to decide at what level of wealth their unique utility of wealth curve starts flattening out and begins bending sharply to the right. Beyond this point, there is little reason to take incremental risk to achieve a higher expected return. Many wealthy investors have experienced devastating losses that could easily have been avoided if they had the wisdom to know what author Joseph Heller knew.
The lesson about knowing when enough is enough can be learned from the following story. In early 2003, I met with a married couple in their 70s with financial assets of $3 million. Three years earlier, their portfolio was worth $13 million. The only way they could have experienced that kind of loss was if they had held a portfolio that was almost all equities and heavily concentrated in U.S. large-cap growth stocks, especially technology stocks. They confirmed that my assumption was correct. They told me they had been working with a financial adviser during this period, demonstrating that while good advice does not have to be expensive, bad advice almost always costs you dearly.
I asked the couple if doubling their portfolio to $26 million would have led to any meaningful change in the quality of their lives? The response was a definite “no.” I remarked that the experience of watching $13 million shrink to $3 million must have been very painful, and they probably had spent many sleepless nights. They agreed. I then asked why they took the risks they did, knowing the potential benefit was not going to change their lives very much but a negative outcome like the one they experienced would be so painful. The wife turned to the husband and punched him on the arm, exclaiming, “I told you so!”
This sad story demonstrates that some risks are not worth taking. Prudent investors don’t take more risk than they have the ability, willingness, or need to take. As I explained to the Tiger 21 members that day, the critical question to ask yourself is: if you’ve already won the game, why are you still playing?
Needs versus Desires
One reason people continue to play a game they have already won is that they convert what were once desires (nice things to have, but not necessary to enjoy life) into needs. That increases the need to take risk. That causes an increase in the required equity allocation. And that can lead to problems when the risks show up, as they did in 1973–1974, 2000–2002, and again in 2007–2008.
Failing to consider the need to take risk is a mistake common to many wealthy people, especially those who became wealthy by taking large risks. However, the mistake of taking more risk than needed is not limited to the very wealthy. The question you need to ask yourself is how much money buys you happiness? Most people would be surprised to find that the figure is a lot less than they think.
Psychologists have found that once you have enough money to meet basic needs like food, shelter, and safety, incremental increases have little effect on your happiness. Once you have met those requirements, the good things in life (the really important things) are either free or cheap. For example, taking a walk in a park with your significant other, riding a bike, reading a book, playing bridge with friends, or playing with your children/grandchildren doesn’t cost very much, if anything. Whether you drink a $10 bottle of wine or one that costs $100 or dine in a restaurant that costs $50 or $500 for dinner for two, both have the potential to make you happy.
Make sure that you have differentiated between needs and desires and carefully considered your marginal utility of wealth when developing your investment policy statement, so that you can determine if those desires are worth the incremental risks you will have to accept. Knowing when you have enough is one of the keys to playing the winner’s game in both life and investing.
Hopefully, you will find the following tale helpful when you consider the issue of what’s enough.
Pascal’s Wager
Pascal’s wager is a suggestion posed by the French philosopher Blaise Pascal that even though the existence of God cannot be determined through reason, a person should wager as though God exists—because the consequences of being wrong with each belief are very different. As author William Bernstein points out: “If a supreme being doesn’t exist, then all the devout has lost is the opportunity to fornicate, imbibe, and skip a lot of dull church services. But if God does exist, then the atheist roasts eternally in hell.”4
Those who have already achieved sufficient wealth to support a quality lifestyle face a similar wager. They can choose to either focus on the preservation of capital by having a low allocation to risky assets like equities, or they can choose to try to accumulate even more wealth by having a large allocation to risky assets. While it is likely that a high allocation will result in greater wealth, that outcome is not a certainty. And the consequences of going from rich to poor are intolerable for most people.
The bottom line is that the consequences of decisions must always dominate the probabilities of outcomes. That is why the prudent strategy for investors who have reached the point where their marginal utility of wealth is low is to have their portfolios be dominated by high-quality fixed income assets. There are some risks that are just not worth taking.
If you are deciding on which side of Pascal’s wager you want to be with your portfolio, I recommend that you consider this important insight from author Nassim Nicholas Taleb:
One cannot judge a performance in any given field (war, politics, medicine, investments) by the results, but by the costs of the alternative (i.e., if history played out in a different way). Such substitute courses of events are called alternative histories. Clearly the quality of a decision cannot be solely judged based on its outcome, but such a point seems to be voiced only by people who fail (those who succeed attribute their success to the quality of their decision).5
Conclusion
Victor Hugo was a French poet, playwright, and author, best known for Les Miserables and The Hunchback of Notre Dame. He was also a human rights activist who stated: “There is one thing stronger than all the armies of the world, and that is an idea whose time has come.”
Despite the armies aligned against passive investing as the winning strategy, it is an idea whose time has come. Nothing Wall Street or the financial media can do will stop the trend away from active investing.
Arthur Schopenhauer was a German philosopher known for his clarity of thought. He had this to say about great ideas: “All great ideas go through three stages. In the first stage they are ridiculed. In the second stage they are strongly opposed. In the third stage they are considered to be self-evident.”
The conventional wisdom on investing has been that the markets are inefficient, and smart people, working diligently, can, after the costs of their efforts, persistently exploit mispricings and deliver alpha. However, as Nicholas Chamfort, an eighteenth-century French writer best known for his wit noted: “There are well-dressed foolish ideas just as there are well-dressed fools.”
The fact that something is conventional wisdom doesn’t make it right. At one time, both “the Earth is flat” and “the Earth is the center of the universe” were conventional wisdom. In other words, even if millions of people believe a foolish thing, it doesn’t make it less foolish. Active management as the winner’s game is a foolish idea no matter how many people believe it or how fervent their belief. If you have not yet been convinced, perhaps the following will do the trick.
The Yale Endowment Fund
A study on the performance of the public equity investments of the highly successful Yale Endowment found that the returns were largely explained by exposure to risk factors and not manager skill. The endowment’s exposure to small-cap and value stocks provided excess returns over the Wilshire 5000 (the chosen benchmark). A similar result was found internationally. While the endowment beat its benchmark (MSCI EAFE Index), some of the outperformance was explained by exposure to emerging market stocks and the same Fama-French risk factors. In other words, the benchmarks were wrong.
The authors concluded that any disciplined investor with a high risk tolerance could largely replicate Yale’s results using publicly available index funds and some degree of leverage. They added that they saw value in Yale’s broad diversification across asset classes with relatively low correlation.1
The implication is striking: If Yale, with all of its resources, can’t identify the future alpha generators, what are the odds you can do so?
As Schopenhauer noted about great ideas, the idea of indexing was initially ridiculed. Edward C. Johnson III is the chairman of Fidelity Investments. Note what he said about indexing: “I can’t believe that the great mass of investors are going to be satisfied with just receiving average returns. The name of the game is to be the best.”2
The following is the typical stockbroker’s pitch when confronted with an investor who asks about indexing as an investment strategy: “If you index, you will get average rates of return. You don’t want to be average, do you? We can help you do better.” Both stockbrokers and Edward Johnson are appealing to what seems to be the all-too-human need to be “better than average.” They ridicule and oppose indexing because it is the loser’s game for them. And, as you have learned, they confuse market returns (which is what indexing delivers) with average returns. As William Sharpe demonstrated, by accepting market returns, passive investors in aggregate must outperform active investors in aggregate. Listen once again to Jonathan Clements: “It’s the big lie that, repeated often enough, is eventually accepted as truth. You can beat the market. Trounce the averages. Outpace the index. Beat the Street. An entire industry stokes this fantasy.”3
In a great irony, Fidelity is now one of the world’s leading providers of index funds.
The Way to Win Is Not to Play
Girolamo Cardano was a sixteenth-century physician, mathematician, and quintessential Renaissance man. He advised: “The greatest advantage from gambling comes from not playing at all.”
Similarly, the only sure way to win the game of active investing is not to play. The winner’s game is to accept market returns by investing in low-cost, tax-efficient, and passively managed funds. Paul Samuelson put it this way: “It is not easy to get rich in Las Vegas, at Churchill Downs, or at the local Merrill Lynch office.”4
Wall Street knows that. However, they want to make sure you don’t reach that conclusion. They need you to keep playing the loser’s game of active investing because it is the winner’s game for them. As author Ron Ross put it, “Wall Street does its best to follow W.C. Fields’s advice: ‘Never smarten up a chump.’” 5
The Quest for the Holy Grail
We have come to the end of our quest. Hopefully, it has become self-evident that the Holy Grail of investing is available to each and every investor. There are only two requirements. First, give up the quest for alpha and accept market returns. As you have seen, by doing so you are virtually guaranteed to outperform the vast majority of individual and institutional investors, assuming you have the discipline to stay the course.
Second, you must stop paying attention to the “noise” of the market. Noise causes investors to make decisions that are likely to prove unproductive. Paraphrasing Barron’s financial journalist Alan Abelson, investing for the long term and paying attention to the daily ups and downs of the market is like walking with a yo-yo and paying attention to the yo-yo instead of where you are going.6 To help accomplish this objective, consider this advice from Richard Thaler, professor of behavioral finance:
I have not looked at any of my holdings and don’t intend to. I don’t want to be tempted to jump because I think I’d be more likely to jump in the wrong direction than the right one. My advice has always been to choose a sensible diversified portfolio and stop reading the financial pages. I recommend the sports section.7
Thaler’s advice echoes that of Warren Buffett: “We continue to make more money when snoring than when active.”8
The Winner’s Game
I hope you have reached the conclusion that passive management of your portfolio is the winning investment strategy. Even more importantly, it is the winner’s game in life. Let me explain.
Passive investing may have the “disadvantage” of being boring. However, it guarantees that you receive market returns in a low-cost and tax-efficient manner if you have the discipline to adhere to your investment policy statement. It also frees you from spending any time at all watching CNBC, studying charts, following Internet discussion sites, and reading financial publications that are basically not much more than the equivalent of astrology. Instead, you can spend your time with your family, doing community service, reading a good book, or pursuing your favorite hobby.
The bottom line is that if you play the game of active investing and you are skillful or lucky enough to be one of the few winners, the price you may have paid is that you lost the game of life—having spent far more time on less important issues. No one I know has written on his or her tombstone, “I produced persistent alpha.” However, passive investors not only are virtually guaranteed to outperform the vast majority of individual and institutional investors, the time they don’t spend actively managing their portfolios gives them a greater chance to win the far more important game of life.
To conclude our journey together, I offer the following. Perhaps the most asked question I receive about market efficiency and passive investing goes something like this: “But how do you explain Warren Buffett?”
The answer is simple. I tell them if, when they look in the mirror, they see Warren Buffett, go ahead and seek the Holy Grail of alpha. If they don’t, give up the quest and play the winner’s game. I believe Buffett would offer the same advice. Here is what he had to say about active investing: “Our stay-put behavior reflects our view that the stock market serves as a relocation center at which money is moved from the active to the passive.”9
Appendix A
Rules of Prudent Investing
While we search for the answers to the complex problem of how to live a longer life, there are simple solutions that can have a dramatic impact. For example, it would be hard to find better advice on living longer than do not smoke, drink alcohol in moderation, eat a hearty breakfast and a balanced diet, get at least a half hour of aerobic exercise three to four times a week, and buckle up before driving. The idea that complex problems can have simple solutions is not limited to the question of living a longer life.
I have spent over 35 years managing financial risks for two leading financial institutions as well as advising individuals and multinational corporations on the management of financial risks. Based on those experiences, I have compiled a list of rules that will give you the greatest chance of achieving your financial goals.
1. Do not take more risk than you have the ability, willingness, or need to take. Plans fail because investors take excessive risks. The risks unexpectedly show up, and investors with 30-year horizons can turn into investors with 30-day horizons. That leads to the abandonment of plans. When developing your plan, consider your horizon, stability of income, ability to tolerate losses, and the required rate of return.
2. Never invest in any security unless you fully understand the nature of all of the risks. If you cannot explain the risks to your friends, you should not invest. Fortunes have been lost because people did not understand the nature of the risks they were taking.
3. The more complex the investment, the faster you should run away. Complex products are designed to be sold, not bought. You can be sure the complexity is designed in favor of the issuer, not the investor. Investment bankers don’t play Santa Claus providing you with higher returns because they like you.
4. Risk and return are not necessarily related; risk and expected return are related. If there were no risk, there would not be higher expected returns.
5. If the security has a high yield, you can be sure the risks are high, even if you cannot see them. The high yield is like the shiny apple with which the evil queen entices Snow White. Investors should never confuse yield with expected return. Snow White could not see the poison inside the apple. Similarly, investment risks may be hidden, but you can be sure they are there.
6. A well-thought-out plan is the necessary condition for successful investing; the sufficient condition is having the discipline to stay the course, rebalance, and tax-loss harvest as needed. Unfortunately, most investors have no written plan. And emotions such as greed and envy in bull markets and fear and panic in bear markets, can cause even well-thought-out plans to be trashed.
7. Having a well-thought-out investment plan is the necessary condition for achieving your financial goals. Integrating the investment plan into a well-thought-out estate, tax and risk management (insurance of all kinds) plan is the sufficient condition. The best investment plans can fail due to events unrelated to financial markets. For example, the breadwinner dies without sufficient life insurance, there is an accident and there is insufficient liability coverage, or disability or long-term-care insurance is needed but is not in place.
8. Do not treat the highly improbable as impossible, nor the highly likely as certain. Investors assume that if their horizon is long enough, there is little to no risk. The result is that they take too much risk. Taking too much risk causes investors with long horizons to become short-term investors. Stocks are risky no matter the horizon. And remember, just because something has not happened doesn’t mean it cannot or will not.
9. The consequences of decisions should dominate the probability of outcomes. We buy insurance against low-probability events (such as death) when the consequences of not having the insurance can be too great to accept. Similarly, investors should insure their portfolios (by having an appropriate amount of high-quality fixed income investments) against low-probability events when the consequences of not doing so can be too great to contemplate.
10. The strategy to get rich is entirely different than the strategy to stay rich. One gets rich by taking risks (or inheriting it). One stays rich by minimizing risks, diversifying, and not spending too much.
11. The only thing worse than having to pay taxes is not having to pay them. The “too many eggs in one basket” problem often results from holding a large amount of stock with a low cost basis. Large fortunes have been lost because of the refusal to pay taxes.
12. The safest port in a sea of uncertainty is diversification. Portfolios should include appropriate allocations to the asset classes of large and small, value and growth, real estate, international developed markets, emerging markets, commodities, and high-quality bonds.
13. Diversification is always working; sometimes you’ll like the results, and sometimes you won’t. Diversification in the same asset class reduces risk without reducing expected returns. However, once you diversify beyond popular indices (such as the S&P 500), you will be faced with periods when a popular benchmark index outperforms your portfolio. The noise of the media will test your ability to adhere to your strategy. Remember, a strategy is either right or wrong before the fact.
14. The prices of all equity and risky bond assets (such as high-yield bonds and emerging-market bonds) tend to fall during financial crises. Your plan must account for this.
15. Identifying a mispriced security is the necessary condition for outperforming the market; the sufficient condition is being able to exploit any mispricing after the expenses of the effort. The “history books” are filled with investors that tried to exploit “mispricings,” only to find that trading (and other) costs exceeded any benefits.
16. Equity investing is a positive-sum game; expenses make outperforming the market a negative-sum game. Risk-averse investors don’t play negative-sum games. And most investors, probably including you, are risk averse. Use only low-cost, tax-efficient, and passively managed investments.
17. Owning individual stocks and sector funds is more akin to speculating, not investing. The market compensates investors for risks that cannot be diversified away, like the risk of investing in stocks versus bonds. Investors shouldn’t expect compensation for diversifiable risk—the unique risks related to owning one stock, or sector or country fund. Prudent investors only accept risk for which they are compensated with higher expected returns.
18. Take your risks with equities. The role of bonds is to provide the anchor to the portfolio, reducing overall portfolio risk to the appropriate level.
19. Before acting on seemingly valuable information, ask yourself why you believe that information is not already incorporated into prices. Only incremental insight has value. Capturing incremental insight is difficult because there are so many smart, highly motivated analysts doing the same research. If you hear recommendations on CNBC or from your broker or read them in Barron’s, the market already knows the information it is based on. It has no value.
20. The four most dangerous investment words are “This time it’s different.” Getting caught up in the mania of the “new thing” is why “the surest way to create a small fortune is to start out with a large one” is a cliché.
21. The market can remain irrational longer than you can remain solvent. Bubbles do occur. However, investors should never attempt to short them because, while bubbles eventually burst, they can grow larger and last longer than investor resources.
22. If it sounds too good to be true, it is. When money meets experience, the experience gets the money and the money gets the experience. The only free lunch in investing is diversification.
23. Never work with a commission-based adviser. Commissions create the potential for biased advice.
24. Work only with advisers who will provide a fiduciary standard of care. That is the best way to be sure the advice provided is in your best interest. There is no reason not to insist on a fiduciary standard.
25. Separate the services of financial adviser, money manager, custodian, and trustee. This minimizes the risk of fraud.
26. Since we live in a world of cloudy crystal balls, a strategy is either right or wrong before we know the outcome. In general, lucky fools do not have any idea they are lucky. Even well-thought-out plans can fail because risks that were accepted occur. And risks that were avoided because the consequences of their materializing would be too great to accept may not occur.
27. Hope is not an investment strategy. Base your decisions on the evidence from peer-reviewed academic journals.
28. Keep a diary of your predictions about the market. After a while, you will conclude that you should not act on your “insights.”
29. There is nothing new in investing, just the investment history you don’t know. The knowledge of financial history will enable you to anticipate risks and incorporate them into your plan.
30. Good advice does not have to be expensive; but bad advice always costs you dearly, no matter how little you pay for it. Smart people don’t choose the cheapest doctor or the cheapest CPA. Costs matter; but it is the value added relative to the cost of the advice that ultimately matters.
Appendix B
Doing It Yourself
Warren Buffett said: “Investing is simple, but not easy.”1 Investing is simple. To be successful, you only need to follow the 30 prudent rules of investing laid out in Appendix A. However, it is not easy because there’s actually more to investing. Writing in the Winter 2003 edition of the online journal The Efficient Frontier, author William Bernstein laid out these four additional requirements for investors to be able to succeed on their own:2
Bernstein noted:
An optimist might guess a 30 percent success rate on each count, in which case 1 percent of the population can make all four. Perhaps I overstate the case. After all, these four abilities are not entirely independent: If you’re smart enough, it’s more likely you’ll be interested in finance and be driven to delve into the appropriate finance literature. But even if true, more than a little luck is involved. Head down to the personal-finance section of your local Barnes and Noble, and you’re more likely to run into Suze Orman than Jack Bogle. You’ll need a telescope to find the really important stuff.
Bernstein concluded: “I wish I had a nickel for every smart, savvy, and motivated financial type I’ve met who simply could not execute.”
This last point is extremely important. Investing is simple but not easy because, while staying the course is easy when everything is going well, when bear markets inevitably arrive, the best-laid plans can end up in the trash heap of emotions. In other words, it is much easier to establish a good investment plan than to adhere to it. Peter Lynch advised: “Whatever method you use to pick stocks or stock mutual funds, your ultimate success or failure will depend on your ability to ignore the worries of the world long enough to allow your investments to succeed. It isn’t the head, but the stomach that determines the fate of the stockpicker.”3
There are some individuals who can do it all on their own. If you think you are one of them, make sure you meet the four requirements laid out by William Bernstein. And be sure you are not falling prey to the all-too-common human tendency toward overconfidence.
Some individuals recognize that they do not have the knowledge, the interest, or the discipline required to do it on their own. They also recognize that a good financial adviser can add value in many ways. There are also individuals who would rather have someone else focus on financial matters so they can focus their attention on the more important things in their lives. They know that even if they have the skills to do it themselves, the time spent on financial matters is time not spent with family and friends, doing community service, and so on. And they place a greater value on that time than on the cost of an adviser. They might also hire an adviser because doing so would allow them to spend more time doing more of the work at which they are experts (such as being a doctor or lawyer), and for which they get paid more than they pay in advisory fees.
A good financial adviser can add value in many ways. For example:
Unfortunately, it is far too easy for someone to become a financial or investment adviser. The requirements are few and the tests far too easy. In the case of most Wall Street firms, training is mostly sales and compliance oriented with little emphasis on investment knowledge. If it weren’t so dangerous, it would be humorous that advertisements for brokers typically include the phrase “no experience necessary.”
So how do you find a competent adviser whom you can trust to act in your best interests? When interviewing a potential financial adviser, you should require them to make the following 11 commitments to you. Doing so will give you the greatest chance of avoiding conflicts of interest and the greatest chance of achieving your financial goals.
1. The firm should be able to demonstrate that its guiding principle is to provide investment adviser services that are in the client’s best interests.
2. The firm follows a fiduciary standard of care. A fiduciary standard is often considered the highest legal duty that one party can have to another. This differs from the suitability standard present in many brokerage firms. That standard requires only that a product or service be suitable; it does not have to be in the investor’s best interest.
3. The firm serves as a fee-only adviser—avoiding the conflicts that commission-based compensation can create. With commission-based compensation, it can be difficult to know if the investment or product recommended by the adviser is the one that is best for you or the one that generates greater compensation for the adviser.
4. All potential conflicts are fully disclosed.
5. Advice is based on the latest academic research, not on opinions.
6. The firm is client-centric—advisers focus on delivering sound advice and targeted solutions. The only requirement they have in offering particular solutions is whether the client’s best interests will be served. The firm is focused on providing advice, not products.
7. Advisers deliver a high level of personal attention and develop strong personal relationships, and because no one can be an expert on all subjects, clients benefit from a team of professionals to help them make sound financial decisions.
8. Advisers invest their personal assets (including the firm’s profit-sharing/retirement plan) based on the same set of investment principles and in the same or comparable securities they recommend to their clients.
9. They develop investment plans that are integrated with estate, tax, and risk management (insurance) plans. The overall plans are tailored to each client’s unique personal situation.
10. Their advice is goal oriented—evaluating each decision not in isolation but in terms of its impact on the likelihood of success of the overall plan.
11. Comprehensive wealth management services are provided by individuals with Certified Financial Planner (CFP), Personal Financial Specialist (PFS), or other comparable designations.
Because the cost of bad advice can be so high, you should also perform a thorough due diligence on the firm. That due diligence should not only include requiring the adviser to make the aforementioned 11 commitments to you, but it should also include a careful review of form ADV—a disclosure document setting forth information about the adviser, including the investment strategy, fee schedules, conflicts of interest, regulatory incidents, and so on. And, finally, you should consult other professionals (CPAs, attorneys) in the area, as well as current clients, to get independent references on the firm. Careful due diligence will minimize the risk of having to make expensive repairs.
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