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| Listen to Buffett and Schwab: Be an indexer
Keeping it easy, cheap and simple

By Chuck Jaffe, MarketiWatoh

Blosmbzp
Chusic Schwab, founder of Charles Schwab & Co. (NYSE:SCHW) | tallced fast weei aboui the power and jmpartance of indexing ,
suggesting that low-costdlversiffed funds that track indexes are the hest appreach for 95% to 98% of Aniericans.

A few months ago, one of the few investment icana actually bigger than Schwab, Warren Buifell, reveajed that If his wife survives him, his astats pian
will recomimend keaping 80% of her inherilanca in the Vanguard frdex 500 fund (MFIVFINX) |, with the rest in short-term government bonds,
For investors who want o follow the leaders bere, picking straightforward index EYFs and funds mmeaans finding the ores with the lowest costs and

puifing monsy fo wark.
But the spin has already starled, suggesting that the indexing strategy can be tailored into sumething

better.
Indeed, the evolufion of exchange-traded funds — buili mostly like index funds but traded iike stocks
— has made it so that investors have lremandous cholce and opporiunity.

With those cholces, howaver, come same problems, because while & iegend jike Schwab can come
out and recommend indexing for avarage Americans, he’s not suggesting mucking up the strategy.

Lock at any chart of the big, brand-name indexes — the S&P (SNC:SPX) | the Russefl 1000
{RSU:RULY , and moving on out fo tolal-market options — and the construction of the index doesn’t
seem fo make much difference. You can basically lay the parfarmance charis on top of each elher and

Managing money for women on Walt

Street
Women executives aod woman on Wall Blreet are busy. the differences are minute.
Here's how Tinzncial advisers cen help,
Al that level — precisely what Schwab and Buffett were discussing — sirmple and low-cost wins; you're

strapplng yourself to the market {or a big chuni of if), planning ic ride the fong-term trend,

*The more refined yaur indexing strategy gets — going fram broad market segments fo sectors or countries or industries — the more wary you have fo
ke of what it s you are buying,” said Dan Wiener, chief executive officer ai Adviser Investment Managament in Newton, Mass., 2nd tha edifor of The
independent Adviser for Vanguard Invesiars, “These indexes have been created out of thin air fo provide a product that somehow differentiates fiself
from athers, and you want to know where the Index came from, what goes info it, how long has it been around, how ofien has ¥.changed, will the

nrovider be arcund I three years If the ETF doasn't draw a ot of asseis and more,

"You thange what you are irying to do with ETFs and yout change how easy or hard they are to pick for your porifolio," Wiener said,

|
|
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Vanguard founder Jack Bogle’s advice to
fretful investors: Shut your eyes and let
indexes do the work |

By Chuck Jaffe
Fublished: Nov 3, 2014 2:07 p.m. ET

Bioomberg

John C, Bogle, foundsr of the Vanguard Group.

If the stock market's September-October flip-Tiop scared you, Jack Bogle has some advice on how to
tackle what's abaut to happen next: Close your eyes.

Bogle, the founder of the Vanguard Group, the world's Jargest investment company, and patron saint of
low-cost, long-term index investing, has not changed his tune in the 40-plus years since he started the

company.

At age 85, Bogle's not about fo change his ways now. And not because he's past learning new tricks or
adjusting his thinking, but becausse decades of being right have created an unshakable courage in his

convictions.




Many of his disciples share Bo&e’s éudacity, but he iamen’(sA the financial foﬁunes of all the people who

haven't gotten the message yet.

This week, Bogle did a two-part interview {listen here and here) on my radio show, “MoneyLife with
Chuck Jaffe,” and while he did not break much new ground, it's always worth plowing important territory
with someone who knows the lay of the tand. Here are some highlights:

On markets:

“What's going on in the market is domination of short-term speculation over long-term investment,” he
said. “Long-term investors simply are not affected by the comings and goings of the market, where it
fooks like it goes up 100 points on odd-numbered days and down 100 points on even-humbered days.

“As | have said before, the daily machinations of the stock market are like a tale told by an idiot, full of
sound and fury, signifying nothing,” Bogle added. “One of my favorite rules is ‘Don’t peek.” Don't let all
the noise drown out your common sense and your wisdom. Just try not to pay that much attention,
because it will have no effect whatsoever, categorically, on your lifetime investment returns.”

On why investors should ignore the nolse and just aim for the index return over a lifetime:

“Returns are created not by the stock market, they are created by U.S. business, our corporations,” he
explained. “The formula | use for that is today’s dividend yield, which is around 2%, and the subsequent
earnings growth which could be arcund 5% — we're not sure hut that's probably not a bad guess — and
thaf's a 7% nominal rate of return on stock in terms of fundamentals.

“If you go back and look at the history of American business over the last century, you will find the
Iprice/earnings] effect of stocks is zero. All of the retums are created as investment retums, dividend
yields and earnings growth, and pfe effect — the speculative return — goes up and goes down and goes

up and down for 100 years and ends up just where it started.

“So try to lgnore these machinations and stick with getting the underlying returns that provide stocks as

good investments,” Bogle said.
On how many experts have declared indexing the winner over active management:

“This year, 2014, so far happens to be one of the great years for S&P 500 indexing. | hope nobhody thinks
it will be that way forever hecause it won't be.

“I am sorry to say it, fellow shareholders, but it doesn’t get that good. Over the fong run [indexing] should
beat the competition by 150 to 200 {1.5% to 2.0%},” Bogle said. “Confidence in the mathematics — the
relentless rutes of humble arithmetic — enables you to get through...”

On how bond investors should look at the potential for interest rafes to rise {several years ago,
Bogle warned of a building bond hubble):




"Whén you talk about bond investors getting hurt when bond yields start to rise, the answer to ﬂ;at is
really yes and no. Certainly yes, absolutely, on a short-term basis, but you shouldr't be investing in

bor}ds on a shor-term basis.

“Use the intermediate maturity around 10 years exempilified by the high-quality 10-year U.S. Treasury
note," he added. “Basicaily today you are entering into a contract with the Treasury to give you 2.2%
every year for the next 10 years. The Treasury will be good for that; there's no risk in that deal falling
apart that | can see, The price of that Treasury [note] wili drop a lot if rates will go up, however if you are
reinvesting your income, you will have a higher total return over the 10-year period. So in a certain
respect if you can stand the pain, we all should want rates to go up.”

On exchange-traded funds:

“They're fine just so long as you don’t trade them,” Bogle said. “it's the ability to trade that distinguishes
them [from a traditional index fund], and then there is the kind of Looney Tune section of the ETF market
pursuing things that no investor should ever do.... Anybody who piays that kind of game [using leveraged

or niche products] is a damned fool.

“The ETF is the greatest marketing innovation of the 21st century so far. Whether it’s the greatest
investment innovation of the 21st century so far, | can’t imagine. | think it's counter-productive.”

Advice for investors who can’t be satisfied with shutting their eyes, doing nothing and letting

indexing wark in their favor:

“Divide your money info your long-term investment account and your funny money account for shartterm
specufation. Guess on funds, guess on markets, guess on stocks if you want to, because that gives you

an opportunity to act on your speculative impulses.

But they will huri you a lot so I recommend you have a funny money account of no mare than 5% of your
portfolio. | also recommend that after five years, check it out. Has it done batter than the fong-term
investment or worse? I'd be astonished if at least 35% of those funny money accounts don’t do worse.”
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Index funds superior to high-priced active management

By Gearge Sisfi

™ 4
Editor's note: As a financial planner, George Sisti advocates index investing and has writte n passionately on the subject for The
RefireMerntors. Investor Robert [shilts, however, feels actively-managed funds are much m alighed and have a place in your retirement

portfofio. Read his take here.

The theoretical benefils of active management have praven to be fables. So why are investors sfilt paying high fees for disappointing, inconsistent and
iax inefficient performance?

Ii's long bean my contention thai the two primary components of active management — market timing and stock picking — are modern day equivaients
of alchemy, the pursuit of an illusion,

Index investors believe that the stock market is "efficient.” This means that {oday's stock prices represent the consensus opinion of many smart people,
incorporate ail known information about a company and its prospecta and will instantly adjust to new information. The marke('s cansensus opinion isn't a
perfect pricing mechanism but it has been awtully difficult to outsmart.

Providers of active managemerit disagree. Some would have you befieve that Lhey-can find and profit from mispriced securities. Others claim to have the
ahility fo tirne the market, shifling between stocks and fixed incoms assets {o avoid market declines. An ability to ime the market has been, and
coritinues to be, significanily overstated by many self-promeoting money managers.

it is difficult to predict the Jong-term prospects of any company in the fast-changing globat economy. A company's stock price will change as mazket

parficipants respond to random and unpredictable new information, This "random walk' hypothesis was made famous by Burton Malkiel in his
investment classio, A Random Walk Down Wall Street — required reading for all do-i-yourself investars. Unfarluznaiely, most investors haven't read the

book and are unaware of the poor track record of active management.

Any stack mispricing disappears as soon as it bscomes known; making stock picking a short-ferm strategy. Stock pickers believe thai they can outsmart
ihe collective pricing judgment of aif other market particlpants. It's as if tha playgrounad bully challenged everyone in school to a fight, not one at a time,
but all at once, 1 can't think of a bettar analogy to explain ihe disappointing track record of siock pickers and why few have created value in excess of

thelr fees.

So why are more than 85% of mutuai fund assefs invested in actively managed funds? One reason might be that many investors lack financial fiteracy
and are influenced by fund advertising or the conflicted advice of commission based financial advisers. Buf do financially Iiferate invesiors make beiter
Invesiment decisions than the average invesior?

A recent study, Financial Lileracy and Mufual Fusid investmens; ¥who Buys Aclively Managsd Funds? interviewed mose than 3,000 mutual fund

investors and tracked the psrformance of their actively managed equity funds from May 2006 through May 2008.

The aulhors discovered a posiive relationship between financial literacy and the likelihood that an investor would be aware of, and implemant an index
investment strategy. However, the majority of even the most sophisticated Investors invested primarily in actively managed funds. Unfortunately, the
performance of the funds chosan by financially jiterate investors did not vield a higher risk adjusted return than those chosen by less sophisticated

investors,

One guestion in the survey was designed to measure a respondent's self-assessed "Betier Than Average” (BTA) score:
"On average [ am able to sefact securffies which dellver superior returns eompared fo those securities sefected by a fypicaf investfor,”

There weye five multiple-cholce answers ranging from “stiongly disagree” {o "sirongly agree”. Survey parlicipants with high BTA scores tended to be
affluent, have above-average financial liferacy and overestimate their ability to find outperforming actively-managed funds — what the authors call the

‘overconfidence phenomenon®;

"“Overconfidence is a possible explanafion for why even highly sophisticated participants mostly select active funds ... We see thai invesiors who are
financlaily more Herate believa themseives to be befter than average in their fund choices. Appatently fhey are hot.”

There was alss some gvidence that sophisticated investors fend to buy funds that have recently performed well — adding recency bias and performance
chasing 1o thelr overconfidance.

Financially Jiterate investors tended to avold mutual funds with sales ioads. However, if a fund had gaod recent performance, they were likely to ignore
high management fees even though high management fees create a greater long-ferm performance drag than a one-fime, front-end sales load.

The Pied Piper of active management leads investors into a Twifight Zone of short-term speculation. It's an eerfe world of greed, graphs, data
massaging and half-truths; where the unwary are separaied from iheir money.
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Investars wouid da well 1o foliow {his advice from Warren Buffett:

"Mosi investors, both institutiopal and individual, will find that the bast way fo own common stocks Is througlt an index fund that charges minimaf fees.
Thase foflowing this path are sure fo beat the net resulfs {after fees and expenses) defivered by ihe great majority of investment professionals,”

Wealth accumulation is best accompiished by owning a prudent allocafion of low-cost stock index funds for the fong-term. Mix in some common sense,
patience, and rebalancing. And please, stay far away from the aclive management Twilight Zone, where alchemists pursue jilusions.

ndex funds beai active 90% of the #irme.! Really?
Whack-a-mole fund managers can't beat index funds

Warren Buffet! to hairs: Pui my esiale in index funds

Muare from The Retireldentors »>
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Josh Shapiro

isthe Montgomery County ;.-
commissioners chaitman and
serves as chalrman of tha

county’s pension board
hen teging to pare bud-
gets ard be more effi-
Y clent, go where the
mosney 1s,

That’s why Montgomery

| Whe Progwiver | SUNDAY,

County, the commonwealth’s )

third most populous county,

closely examined the costs asso-

ciated with our $450 million
public employes pension fund,
Publie pensions are an ave of
significant potential savings,

and of parli¢uler importanceto
" state and loeal governmonts
around the coriry,

Penngylvania’s furds have a
shortfall of $4i. billion, and
some other gtates have Habili-
ties even highar Unless there
ig another solution, these short-
falls will witimately need to
be filled by diverting funds
from valuable investrents
like education, by raising
trxes, by horrowing more |
money, or a combination of _
all three, '

While so-called pensien re- -
form is the subject of much
debate, there should be one
publicpension issue upon
which everybody can agree;
the costs of managing pen-
sion assets. Unfortunately,
this was absent from Gov,
Corbett’s recent proposal,

The goat of an as- |
sef memager is to©
raximize porifolio
returns, The com-
ponents of maxi-
mizing retumms are
twofold: fees and
performance. The
record Is clear that

passively = man-
! Y T A A

Josh Shapiro

fees than aclively -~ .
managed funds, and zssef
menagers rarely beat the
market over the long ron.
Therefore, " shifting - from «
higher-cost, lowerperform.
ing, actively managed invest-
mests 10 lowercost, higher
performing, passively man-
aged index fimds will save )
governments in Penngylva.
nia and around the eounfry
billions of taxpayer doliars,
After a fhorough review
of our couuty’s public-pen-
sion fund’s performance
and fees over many years,
our pénsion board recently

* voted fo move 90 percent of

our pension-fund assets to g
porifolio offered by Van-
guard, a Valley Forge-based,
investorowned firm with
hundreds of enmloyees in
our county, It 19 important
to note that the county’s re-
farmed procurement pro-
cegs requires companies to
disclose any financial or po-
litical dealings fhey may
haye had with cotmty offi-
cisls, Vanguard had none.
"This shift will reduce the
funds menagement-fee ax-
penses by mare than two-.
thirds, g savings of more
than $1 millien annpally, -
The switch also enables
the county to eliminate one
consulting firm and mere
than a dozen asset manzg-
ers. The combination of low-
cr management fees and
lower persomuel costs gives
the passively managed
funds at least a full percent-
age-point advantage on al-
ternative investments, Flus,

from a performance per- .

spective, the S&P index had
beaten our actively man-.
amad frnds annidl nerfor-

MARCH 10, 2013 | PHILLY.COM | ,

marice i eight of the Jast 10
years, The commbination of
reduced costs and higher re-
fturns is the proverbial win-
win for county residents,
erhiployees, and retirees,

Goverrunments bave an obli- -

gation to be carefid stow-
ards of the publick mioney.
If higherdee, adtively man-
aged investments do not
consistenily outperform the
markef, we sheuld not en-
trust public funds to then.

Two Pennsylvinia funds
— the State Employees’ Re-
tirement Sysfem (5ERS)

and the Public

" School Employees’

‘Retirement Bys-

tem (PSERS) —-

ara subgtantially in-

vested in highem

cost Investment ve-

hicles such az pri-

vatg equity;, ven-

ture capital, real es-

tate, and hedge

funds. In fact, the,

two funds each

pay about 1 per-

csit (or a total of about $770

miflion) in managey fees, &

rate Seven times higher

than Montgomery County

will be paying for its tversi-

fied Vanguard mwdual fund

lineup and 20 Himes higher

than those funds would pay

it the commonwealth simply

invested in an S&P 500 Tn-
dex fimd,

The PSERS fund emmed
about 12 percent on its in-
vestments in 2012, com-
pared with the S&P 500 ve-
twn of 16 percent. For that
year alone the pension fund
would have been better off
by about $1.25 bilkion if it
was solely invested in the
S&P. Bven. if the actively
managed funds had
matched the returns of the
passive funds, the savings
in fees would still have besn
hundreds of millions of dol-
lars,

Of course, there will sHll
be ups and downs in the
marlet. And, as we've re-
cenfly seen, down times can _
be very painfil. But, over
the long haul, the overall :

morlrer hae an miragaive |

of about 9.85 percent since
1ts Tadeption in 1926,
Real pengion reform with

lower fees and higher per- ;
formanes - that iz the ap- .

proach we've taken n Mo
gomery County and I strong-
Iy augeest that Pennisylvania
follow suit, :

E-malf Josh Shapiro

" at Josh@monteopa.arg, or
" foliow hiim on Twitter at

@Josh_Shapiro,

i
}
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The Decline and Fall of Fund Managers

By.ason Zweig

Chistophe Variel
Active fund management is outmoded, and a lot of siock pickers are going to have fo find something else

to do for a living.

The Intelligent
lnvestor

The debate about whether you should hire an "active” fund manager who fries to beat the market by
buying the best stocks and avoiding the worst—cr a "passive” index fund that simply matches the market

by holding ail the stocks—is aver.

So says Charles Elfis, widely regarded as the dean of the investment-management industry.
Sfock picking "has seen its day,” he told me this past week, as assets at Vanguard Group, the giant
manager of market-tracking index funds, approached $3 trillion for the first time. “With rare exceptions,

active management is no longer able to earn its keep.”

If he is right, hordes of portfolio managers wiil eventually be thrown out of work—and financial advice
could end up cheapet, better and more plentiful than ever before.
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Mr. Ellis, 76 years old, is revered among money managers. He is the founder of the financial consulting
firm Greenwich Associates, a former adviser to Singapore’s sovereign-wealth fund, the author of 16
books and former chairman of Yale Unjversity’s jisvestment committee.

In an article in the latest issue of the well-respected Financial Analysts Journal, Mr. Ellis argues that fund
managers equipped with sophisticated analytical tools, electronic trading and instantaneous access fo
news are engaged in an arms race resulting in a kind of mutually assured destruction of outperformance.

The faster and smarter each manager hecomes, the more efficient the market gets and the harder it is for
any manager to beat it. As a resulf, he writes, "the money game of outperformance after fees is, for

clients, no longer a game worth playing.”

Mo one gave a hoot about fees in the 1980s and 1980s, when 2% in fund expenses barely made a dent in

the 18% average annual refurns of U.S. stocks,

But since the beginning of 2000, stocks have returned an average of just 4% annually, A 1% fee is a

quarter of that return.
Fees will come down hecause they have to.

And that, Mr, Ellis warns, will lead to "a wave of creative destruction” comparable o the changes that
swept through the sieel industry decades ago.

“Part of me thinks he's right, part of me doesn’t want him to be right,” says Theodore Aronson, an active.
manager who oversees $25 billion in institutiona! assets at AJO in Philadelphia.

Of his firm’s 15 portfolios, most availabie only to institutions, 14 have beaten their benchmarks since
inception, and money continues to flow in, *I don’t think the whole world is going to index,” Mr. Aronson

says, “but I'm not sure.”

Humans always have believed in magic and miracles, and investors will probably never stop hoping to
find the next Warren Buffett under some rock.

Furthermore, some managers will beat the market, some by skill and many by Juck alone, even in today’s
hypercompetitive environment. While no one has ever come up with reliable ways of identifying those
managers ahead of ime, that won't stop many investors from trying.

So active management won't disappear enfirely.

But index funds and comparable exchange-traded portfolios now account for 28% of total fund assets, up
from 9% in 2000. And no wonder. Qver the past one, three, five and 10 years, only one-fourth to one-third
of all stock funds have beaten the index for their category, according to investment researcher

Morningstar,

Meanwhile, index funds effectively match the returns of those market benchmarks at fees that often run

only one-tenth of those of active funds.

Skeptics have pointed ouf that if individual investors—those Wrong-Way Corrigans of the financial
world—are rushing into passive funds, then active funds might be due for a resurgence. Others cite the
financial analyst Benjamin Graham: “There are no dependabie ways of making money easily and quickly,

either in Wall Street or anywhere else.”
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But the net supply of outperformance always is zero; one fund manager can beat the market only at the
expense of another who must Jag behind it. And owning index funds is neither easy nor quick: You must
give up all hope of ever beating the market, resign yourself fo a stupefyingly boring portfolio and wait
years for the advantages of the cost savings to pile up.

So there isn’t any reason—other than human nature—for invesfors not to put all their money into index
funds. Or, if you like, reserve a tiny fraction for managers who are so active that they thumb their noses at

market benchmarks.

To Mr. Efiis, the future for many portfolio managers is clear: *Lots of them are going to have to go find
something else to do, because the fine of work they originally trained for will he fading away.”

One obvious destination, he says, is financial planning. Tens of millions of Americans need a financial
adviser, but only a few hundred thousand advisers are available—many of whom aren’t investing experts.
Who better to fiif the insatiable demand for financial advisers than former portfolio managers who kknow

firsthand how hard it is to beat the market?

This way, Mr. Ellis says, "investors will get belier, more-valuable service from smarter people.”

In short, many stock pickers should get out of the business of managing investments and get into the

business of managing investors.

— White to Jason Zweig at [nteliigentinveston@wsi.com, and follow him on Twitfer:@jasonzweigwsf
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3 See why many portfolios of today have iShares ETFs at thelr core,
Visit www.iShares.com for mare Information.

iIShares:

vwwWw.iShares.com

Call 1-860-iShares to request a prospecius, which inciudes investment
objectives, tisks, fees, expenses and other information that you shouid
read and consider carefulfy hefore investing. Investing involves risk,
Including possible loss of principal, Neither BG} nor SE provide investment
advice, Funds distribuied by SEI Investrments Distrtbutlon Co, {SE!} and adyised by Barciays Giobal Fund Advisors
{BGFA). BGFA Is 2 subsidiary of Barclays Giobal Investors, N.A., not affiliated with SE|, ©2009 Barclays Global
Investors., Afl rights reserved. iShares® Is a registered trademark of Barclays Global investors, N.A, 15-0735-0509
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‘Move to passive
likely to build
‘smE more steam

But any paradlg'm shift
: is seen as.a long way off

=

* By DOUGLAS APPELL

Artive money managers could be-
come vichms of their own success at
identifylrig mispriced securities,

And those with the Ieast convie-

-tiony could be the first to fall off the
edge of the investment m:mrerse ana~
Iysts say.

. Active managers have gutted their
ability to deliver alpha to the clients
paying their hefty fees setting the : e —
stage for an accelerating shift to pas-  CAR’T BEAY {7: Chatles C, Ellis belisves managers’ attempts to
sive strategies, said Charles D. Ellis, outsmart the market are a Insing proposition.
founder of money management in-
dustty research house Greenwich Associates. 'longer able to "beat the crowd.”

{See related story on page 14, While My, Ellis began making that pcint as

In a Sept. 10 interview, My, Ellis sald active far back as 1975, in a Financial Analysts Jour-
MAnagers 48 a group have become “so gocd at  nal article titled “The Loser’s Game,” his latest
what they do” that individual managers are no . SEE PASSIVE ON PAGE 34
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CONTINUED FROM PAGE 1

bite of the apple ~ a July FAT arti-

cle, “The Rise and Fall of Perfor-
mance Investing” — comes ag de-
velopments such as the .rise of
factor-based “smart beta’ indexzes
and expectations of a long stretch of
meager capital market returns look
set to mzke life fougher for active
MAaNAgers.

The advent of “smart beta” over
the past five years has left asset
owners with a more complex set of
options. than the traditional "bar-
bell” approach, with passive at one
end.and actve at the other said
Peter Ryan-Kane, a consukiant and
head of portfolio advisory for the
Asia-Fadfic region, ex-Japan and
Anstralia, with Towers Watson In-
vestment Services, Hong Kong,

As investors gravilate 1o more
cost-effective solutions — whether
pure passive or factor-based expo-
sure to value size or minimum
volafility — the market share of ac-
tive managers stiould drop, predict-

ed Chia Chin-Ping, MSCI Inc's -

Hong Kong-based head of research
for the Asia Pacific region. .
The scale of that decline could

depend on how quickly active man- *

agers reinvent themselves, for ex-
ample by offering strategies that
tactically shift allocations among
various factor indexes, he said,

Mr Ellis szid the shift by asset
owners o passive from active —
bath traditonal index strategies
and exchange-traded funds™ — is
accelerating, even if it remains well

" short of a paradigm shift,

ETFs driving growth

If statistics provided by the
world’s largest momney manager,
New York-based BlackReck Inc,, are
a reliable proxy ETHs have been the
bigger engine of nassive growth,
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" The dearth of alpha on tap today —-the result
.of & critical mass of smart, motivated peaple fed-

icating. theirlives: 1o stock picking ~~--should: per--
.- slst:even if @ wave pf:passive.investing were 1o
ssweep 2 -healthy: chunk ‘of -those: peopie out tu‘

-sea {IWo experts say.

-:Both - Michasl. Seba.'stzan.v a Smgapcrebased_
partner with: Aorr Hewitt-and;head: of theiAon Cen-: |
tes for fhnovation :and Analytics; ‘and ‘Charies (D,

Eliis, founder of monay management industry. re-

‘search-house: Greenwich Associates, say several -
. factors -have sfashed' the. proportion -of - active

‘fanagersicapable. of covering:their fees .overthe

years. Amcng those factors -aresincreased compe- 3
- itien, technology that..makes information ‘more’
.. dbundant -and -regutation -meant to provide In- .
_: vestorswith equal:access: to market-moving news..

"+ ;i cutthreat competition has : powered: the Tnar-

ket's efficiency,.then . shift to passive investing =

-gignificant enough 1o result in.a. ‘major. culling..of
:'act;ve managers:: “Fould? e expected to :mprove
'::the a]pha prospec‘ts of survivors. T

: But otk ‘znalysts: contend: tha‘c a farrly 5|gruf-_ .

?cant move. to passive cnuld ‘oeeur without weaken-

/ing ;active: managementis "price: dlscnvery mus-:

i ‘cie of: reversing alpha s downward. spn’aLﬂ S

“Ina footnote to hisiJiily Financlal'Analysts Jour:
‘nal” article Aitled Tt Rise and:Fail of . Parfér:

rmance:investing,” Me. Ellis wrote that even if 80%
".-of shares fisted on‘the ‘New York Steck Excharge -
'were ‘indexed, :indexing: wculd st represent Jess.

than'5%: of :annual: ‘trading It s “hard to -believe
- that ;even this:iarge: hyputhe_tlca]_change wouid
- makKe a substantfal.différenceito the price- discov-- .+
ery sutcess of active managers,” he-added; =5
‘In-an-e-mail, Mr.Sebastian: predicted the trend
-téward “more efficient! -and; effective price. discow
‘ery. will centinue” whether ornotithe: shift to:pas-—
sive-investing picks .up dramatically. If passiveal-
locations - -de.-gain: considerable ground /&t the:
-expense.of active: strategies in the years to come;
“it's likely:tn:be the: Iow-conwctmn benc‘nmaﬂc hu
-gers'that.are driven out of the: miarket.: :

~Mlt's ‘the unskilled :manager group that, will de-.i‘-
_r_:lme, awhile sindexing "and . high-conviction, skilled: ...
‘active management rises,” and those skilled man-
“agers “whl_continue to get better at'what they da.
8%, technoicgy -and ﬁnancla\ instruments. con‘tmue i
7 Utelimprove,” he predlcted :
’ Others expect avmare flid; atpha enkunment?'
inresponse to “shifts:ir the balance between ‘the'
' :ndus’cry s active and’ passrve segments o

spd rather everybudy ‘glsgmoves intn passwe-
s because that would g’ve Tmy:-managers’. more:
~§bope’ o Tind __rmspr:c_lngs, :
Zden, the  Melbourne-based head of equities with ~- .7

“noted | Michee! -
‘sajd: Elspeth:Lums-+ 8

_'-Austraua 5" A$101 b:l mn (U5$91 bmmn} Future B
Fund..

Rather'than tarﬁe‘t a spemﬂc mix’ o actn.fe and=

j.r.fpassxve strategies; Ms; Lumsden:said’ ‘the! Futdre:..
~Fund teamy’ mzkes Judgments on; the: best: way for s
Cgat exposure for: each-{ailocatmn, The current.mix
‘s probably: mughly B0%; metive and 40% ' ‘passive;

with'the: pessive ’to;al mciudlng &l [ocations to' fac

“forindexes psiwell:as futures for the ﬂmd's over. - -
‘ay. program, she said..

hat passive. _a]Iocatlan ccu!d edge up shauid "- .
el Fu_turef‘Fund Aind:new-factor! indexes 1o | allo

“redise:attiva management which ishould con-

“tinhg o' offer good valug! "as Iong as yol've: got
the: mtema? 'team #5:be-an. top:of yourmanagers. .

cand really: uaderstand ihe retum stream you e

;_gettmg (from: thern) ‘she, Said.:

-Semel mansgers sy their. ablhty to add a[pha.:

might already be benefiting as’a! result of attrition .-
._“_fnllowmg thie glabal financial crisis. :

Outperfarmance by, quantequity, managers hds:

: pucke_d 'up:considerably: in the: past three:or:four .

ears-"and thefactithatthe quant space’ ‘hagbe- -
L% less crowded:- ow has: contributed;
‘Even, president and ‘CEC - of
ostnn based Numenc Investors-LLC:. R
: —-DOUGLAS APF'ELL"-[

‘veceftainly gotno plans to'active:

frilion in long-term AUM jumped to
23% from 17%, while traditicnal index
strategies Tose to 43% from 41%. Ac-
tive strategies, meznwhile dropped
to 34% of the total from 42%,

- In an interview, Debcrah Fubrz®

managing partner of Londcn-based
research  and consulting frm
ETFGI LLE said that as of Aug. 31,
global ETF assets stood at a vecord
$2.7 trillion, with record inflows of

$185 billion for the first eight -

mnonths of the year
While precise data are not avail-
able, Ms. Fubr noted that by some

estimates, smart-beta ETFs account |

for more than $300 billion of that
total, up :Erom a negligible amount

i i e T

market returns over the next few
vears could add further momentum
to the pickup in passive aJlocatLons,
ODSEIVErs s8ay.

In his latest FAT article, Mr Ellis
said the correct way for asset aowners
to gauge what kKind of value active
mmanagers are offering is to compare
the incremental retiumms .delivered
over and above an index fond with
the fInremental fees charged. If ex-
pectations of low returns in the com-
ing years materialize, the fees those

managers command will loolk in-.

creasingly prohibitive, he said.
Michael Sebastian, a Singapore-

based partuer with Aon Hewitt, and

head of the finm's Aon Center for

ceedingly difficult for active man-
agers to provide alpha net of fees,

According to an analysis’ of a
decade’s worth of eVestment LLC
performance data conducted by Mr.
Sebastian and Sudhakar Attaluri a
sexnior congultant with ITewitt En-
nisKnupp Inc, less than 2% of T.S.-
based managers of actve institu-
tHonal sirategies showed evidence
of sufficient skill to provide alphs to
clients after fees, '

In contrast to Mr Ellis, however,
Mr. Sebastian said he believes that
still leaves room for a minority of
asset owners sldlled at selecting ac-
five managers to successfully focus
on active allocations.

confaining big, passive allocations
to markets deemed highly efficient,
such as 1.3, large-cap equities, and
smaller, active allocations 1o less ef-
ficient- market segments will give
way 1o porticlios that are predomi-
nantly active or passive,

Asgset owners skilled at picking,
superior active managers should go -

entitely active — both*in allocations
to altermatives strategies such as
hedge funds or privaie equity, and
to high-conviction, ldng-culy tradi-
tional strategies, said Mr. Sebastan.
Asgét owners with no spedal skill at
picking managers should go eptire-
1y passive, he said. '

By contrast. Mr. Ellis nredicted
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Passive Investment Momentum
Continues

May 27, 2014

The strong growth of passive investment products shows
little sign of slowing over the short term and could signal an
important secular trend, according to new research from

Cerulli Associates.

Passive muiual fund assets have grown considerably in the last five years,
jumping from $542.1 billion in early 2009 to $1.7 trillion as of year-end
2014, according to Cerulli’s recent report, “The Cerulli Edge: U.S.
Monthly Product Trends Edition.” Despite a slow start in January, the
growth of index strategies has continued this year as passively managed
mutual fund flows combined with exchange-traded fund (ETF) flows to
reach $56.7 million year-to-date. By contiast, actively managed funds

received $82.8 million so far this year.

Cerulli researchers point to a number of explanations for the increased
popularity of passive mutual funds and ETFs. Put simply, even more than
investors’ emphasis on mitigating risk, which can push them towards
active strategies, the industry-wide focus on lowering investment costs is
driving higher allocations to passive managemeit.

Inflows for active strategies still outpace inflows for passive products, but |
Cerulli says active managers should be increasingly wary as passive
investments show signs of picking up additional momentum and eating
away at the actively managed asset base. And unlike earlier cyclical
fluctnations between active and passive investment style leadership, the
ongoing upswing in passive investment usage could be more permanent as
investors beconte increasingly fee conscious.

To compensate for growing inflows to passive investment strategies,.
active managers are developing new products that do not compete directly
with passive strategies, Cerulli says. Numerous providers have released
multi-strategy and outcome-oriented products for both retail and




LPL under
scrutiny

MThe argest indep~

dent broker-dealer
is again being inves- -
tigated over the saie
of non-iraded REITs.
Pagg 2

Active funds
losing gmu_nd
to passive Style

By Jason Kephart

TPassive investing has reached a watershed
moment.

The second-largest pension fund in the
United States is considering a move to an all-
passive portfolio while at the same time, the
largest brokerage fiimns are falling over them-
selves to push passively managed exchange-
traded funds.

The California Public Employees’Retirement
Syster’s investment cornmittes started a raview
of its investment beliefs last week, with the main

Cliris Melsaac: CalPERS' move to examine
active managets is a sign of the trend.

invested in passive strategies.

“It’s sort of an sxclamation mark on o trend
that most gre aware of” said Chris McIsaac,
managing director of the institutional investor
group atTheVanguard Group Inc.

Fidelity Investments, meanwhile, has
responded to the enthusiasm for passive sirate-

focus on its active managers, according to sister

publication Pensions and Invesiments.
CalPERS oversees about $255 billion in

assets, more than half of which already is

gles by doubling down on its agreement with
BlackRock Incs iShares umit. Pidelity
Increased the number of iShares ETFs that

Continued on Page 30
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Continred from Page 1
trade commission-free to its clients
10 62, from 30, two weeks ago.

Fidelity’s move camie just a
month after The Charles Schwakb
Corp. launched an ETE platform
that offers investors more than 100
commission-free IITFs.

D Ameritrade Inc., the third leg
of the online brokemge world, has
been cifering more than 100 com-
misgion-free ETFs since 2010.

“We see don't see it as efiher pas-
give or actve, we see it agboth. Ina
low-return environment, fees matter
a'lot” said Scott Couto, president of
Fidelity Financial Advisor Solutions.

“That’s getting interest in passive
investing over the short term. Gvar
the long term, active management
adds alot of value,” M. Couto said.

“There will continue to be a
growing interest in the passive side
because cost matiers to investors,”
said Beth Fiynn, vice president and
head of third-party ETF platform
management at Schwal.

“Virtualty all our adviser clients
use ETFs in some way, shape or
form,” she said. “Usage 15 much
lower on the individual-investor
side, but growing at a pretty steady
and rapid clip.”

More than 40% of individual
investors plan to increase their use of
ETFs over the next year, for example,
according to a recent Schwab strvey.

TD execufives couldn’t be
reached for comment.

SHIFTING PREFERERCE

Pagsive investing is nothing new.
Vanguard founder John Bogle
launched the first index mutual
fund in 1975, But the fund world has
always been dominated by active
managenient.

A decads ago, 86% of the $4. 4
trillion in mutual funds and ETFs
were in active strategies, accordmg
ta Lipper Inc.

Investors’ preference is clearly
shifting, though. Active manage-

B T N s It oy

72% as of the end of last month, and
passive funds clearly have all the
morneniim now.

As investors have gotten back
irito stocks this yeir, they have done

" s0 largely through passive funds.

Passive funds took in $65 billion in
the first two months of the year,
while active funds tockin $40 billion.

For anyone who has been walch-
ing fund flows over the past few
years, the surge in passive strategies
shouldn’ come as a surprise.

Since 2003, investors have pulied
$287 billion from actively managed
equity funds, while investing just
over 31 trillion in passive funds.

- Even though the preference for
passive strategies has been most
dramatic in equity funds; passively
managed bond strategies are gain-
ing stearn, as well

Passive hond strategies have had

_$260 billion of inflows since the

beginning of 2008. Between 2003
_aud 2007, they had $73 billion of

"BEG ACTIVE over the nast
15 yaars bas not been
rewarding.”

Geoli Bobroff
Industry consultant

inflows, according to Lipper.

“Indexing has proven to be a
very compelling investment strat-
egy, especially for investors with
an extended investment horizon,”
Mr. Mclsaac said.

Costs have played a big part.
"They are, as Mr. Bogle lilves to point
out, the only thing that an investor
really can contrel, and passive

strategies are much cheaper than

their active covnterparts.

U.5. equity ETFs have an average
expenge ratio of 40 basis points, corm-
pared with an average expenss ratio
of 134 basis points for actively man-
aged mutial funds, according to a
recent Morgan Stanley Wealth Man-

Aot ranaavah maba

Cver the 10 years
ended March 20

‘What's more, a number of large-
capitalization FTFs charge less than
10 basis poiuts, while the cheapest
actively rmanaged large-cap fund
charges 50 basis points.

Active managers haven’t given
investors much reason to stick
around.

“Being active over the past 15
years has hot been rewarding,” said
industry consultant Geoff Bobrofi.

The percentage of managers
beating thejr benchmark has been

Over the past 10 years, just 38%

of large-cap-equity managers have
beaten the S&P 500. Over five years,
it shrinks to 31%, and over three

.years, it is just 18%, according to

Momingstar Inc.

Making things even harder for
those trying 1o pick active managers
isthat just 9% of large-cap managers
outperformed the S&P 500 over all
three tHme spans.

The inconsistency of actively
managed returns is what promptecd
the review by CalPERS.

Ag P&I reported: “CalPERS
inveftment consultant Allan Emkin _

told the investment commitiee that
at any given time, around a quarter

The percentage of large-cap managers that have outperformed the S&P 500

Qvearthe five Over the three Qver all three
_ years endad years ended periods
Margh 20 March 20

of extemal managers will be outper-
forming their benchraariks, but he
said the question is whether those
managera that are doing well are
canceled out by other managers that
are underperforming.” .

EVALUATING MANAGERS”
Rick Ferri, founder of Portfolic

© Solutiong LLC, ran into the same

problem while he was working at a
brokerage firm eatly in his career.

“I spent a lot of ime and meney
evaluating managers;”he said.

“I wag a revolving door for tnost
of them,” Mr. Ferri said.“You can’t
win unless you get very, very lucky”

Mr. Ferri now runs an all-index
portfolio for his clients’ equity expo-
sure, On the bond side, he still
favois aclve management — when
itis cheap.

‘“Sompetimes that's the best way
to get market representation,” M.
Ferri said.

The $39.2 billion Vanguard Inter-
mediate-Term Tax-Free Bond Fund
(VWITE) owns 3,854 bonds and
charges 20 basis points, for example.
The $3.6 billion iShares S&P
National AMT-Free Municipal Bond
ETF (MUE), the largest municipal

GERAHDO TABONES

Source: Morningstar Inc,

bond ETF, holds 2,196 bonds and
charges 25 basis points.

CelPERS is expeécted to decide tie
fate of its active managers in about
five months. At this point, #t locks as
though.it could go either way.

Chief operating investment offi-
cer Janine Guilot told P&I that 27
preliminary interviews of CalPERS
staff members, board members,
money managers and external con-
sultants showed a*wide disparity of
views"” on active management,

Mz Mclsaac isn't ready to write
off active management altogether.

“There will come a period of
time when active inenagers will do
much better;”he said.

That is, if good active manage-
ment can befound at a low cost.

“It's hard te find Doth,” Mr.
Mclsaac said.

The market uiimately will have
the biggest say in the fisture of active
management, Mr. Bobroff said.

“Is this the end of a trend?®he
asked.“It depends where the market
is going over the next five years.
Your guess is as good as mine.”

jkephari@investmentnews.com’
Twitter: @jasonkephart
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Investors Pour Into Vanguard, Eschewing Stock
Pickers

By KIRSTEN GRIND
Updated Aug. 21, 2014 11:31 a.m. ET

John Bogle, founder of The Vanguard Group Reulters

Investors are pouring money into Vanguard Group, the epitome of the hands-off approach to investing,
flocking to funds that track market indexes and aren't run by stock pickers or star managers.

The inflow has pushed the mutuai-fund giant to almost $3
trilion in assets under management for the first time.

The surge is part of a sea change in the fund business in
which investors are increasingly opting for products that
track the market rather than relying on managers to pick
winners. Other firms, such as New York behemoth
BlackRock Inc. and Texas-based Dimensional Fund

Vanguard this weel is expactad fo top $3 trilion in Advisors, are also enjoying an influx of cash.

assets, the latest in a series of milestones for the
mufuai-fund giant. The company got help from two
investing legends: Warren Buffett and Bill Gross.
Geoffrey Rogow joins MoneyBeat.

- -+ L) . L ST W L A N )




Investors Pour Into Vanguard, Eschewing Stock Pickers - WSJ Page 2 of 4

Vanguard got a huge boost this spring when Warren Buffett

Related
Ahead of the Tape: Investing lsn't Just gave it a public stamp of approval in March.
Titming
At Vanguard, index Funds Attract More The billionaire wrote in his closely watched letter to
Dollars shareholders of his company, Berkshire Hathaway Inc., that
Berkshire Seltles Antitrust Issue he believed most people would be well-served by following

the investing instructions in his will,

Mr. Buffett, 83 years old and with a net worth of $66 billion, wrote that he advised his trustee to "put 10%
of the cash in short-term government bonds and 90% in a very low-cost S&P 500 index fund. (| suggest
Vanguard's.}."

Changing Styles

Vanguard now boasts the largest mutual fund in the world thanks to a
shift by investors away from bonds and mongy managers who actively
select individual holdings.

Monthiy net assets Annual net flows, stock and
July: gzgg 43 band funds
sgoo b[j FOM - -eresvurmrrmemisnanirarrern P 5400 biﬂion .....,...-...,.7 .......................... -
200-Vanguard - PHACG
Total Total
" 150-Stock Mavrket ... Returi,
index fund fund
100 - miremrenns ettt
[0 PR et bt
Ofi.i T £ [] E) 1 ¥ T T T ¥ 1 A
2013 114 6708 05 110 U 12 13 14
Source; Morningstar _ The Wall $treet Journzl

in the five months that followed, investors poured $5.5 billion into the Vanguard fund, or about three
times more than during the same period the previous year.

Vanguard, based in Malvern, Pa., credits Mr. Buffett with the surge of money.

Mr. Buffett "mentioned to me that | might be pleasantly surprised by his annual report, and of course |
was," said F. William McNabb 1, Vanguard's chairman and chief executive, in an interview, He said the
company's recent growth shows "the triumph of low-cost investing over all.”

In an emall ta Mr. Buffett, Vanguard's retired founder, John C. "Jack" Bogle, said financiaf advisers were
describing Mr. Bogle as only "the second best salesman af Vanguard."

Mr. Buffett declined to comment.
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His recommendation wasn't the only recent mitestone for Vanguard. Its Total Stock Market Index fund is
now the biggest mutual fund in the world and also surpassed Pimco in the amount of bond fund assefs it

fmanages, according to Morningstar.

"They are the king of the hill," said Michael Rawson, an analyst at Morningstar fnc.

Vanguard's ascent is notable because its plain-vanilla index funds are often derided by more
adventurous investors who believe in trying 1o do better than the overall market.

The company is a pioneer in the accelerating shift toward so-cailed passively managed products like
index funds and exchange-traded funds that track baskets of stocks or other assets, These funds
typically promise diversification and are relatively inexpensive compared fo fraditional mutual funds,

It is "a trend that I see continuing on, probably forever,” said David Barse, chief executive officer at New
York-based Third Avenue Management, which manages $13.5 billion. He said the challenge for active
managers, like his firm, is to identify overlooked investments that don't merely track the broad market.

But he acknowledged that is increasingly a tougher sell, particularly to retail investors,

investors poured a net $336 billion into passively managed stock and bond funds in 2013, handily
beating the $53 billion invested in traditional mutual funds of the same type, according fo Morningstar. So
far this year through July, investors put a net $177 billion into those passive funds, compared with $74

hiilion in actively managed funds.

Philip Henry, 30, a securities lawyer in Mountain View, Calif., said that in recent months he has moved
about $25,000 into Vanguard's index funds from his former 401(k) provider, the asset manager TIAA-
CREF. Mr. Henry sald he became convinced that index funds were far superior to actively managed
funds after doing research and reading a book hy Mr. Bogle. He said cost was a key factor,

"I'm firmly convinced if's the better way to go," Mr. Henry said, “ don't helieve fund managers can heat
the market."

The average Vanguard U.S. eguity index fund has an expense ratio of 0.1% versus 0.7% for competitors
and 1.3% for an actively managed stock fund, according fo Morningstar.

Traditional stock-fund managers-—old-fashioned stock pickers—have heen the hardest hit in the wave
toward passive investment. Through July, passively managed stock funds have seen a net $128.4 billion
in investor inflows, compared with $18 billion for traditional stock funds, accerding to Morningstar.

Bryan Polley, a financial adviser with Allodium Investment Consuitants in Minneapofis, with $210 miilion
of assets under management, said he began moving citents info index and exchange-traded stock funds
in recent months and away from actively managed funds.

The S&P 500 fs in a five-year bull market and is up an additionail 8.6% this year. "lf's been very difficult
for active managers to beat the index," Mr. Polley said.

The 2008 financial crisis sparked a general disillusionment among investors about fraditional stock
rhanagers, and some of that has continued today, say analysts and industry observers,

That general sentiment has helped Vanguard. While the firm's index funds aren't actively run by
managers, the company as a whole tends {o act like a "doting mother," said Mr, Rawson. "They're telling
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you what they think you should be doing when a lof of fund companies....ask what you want to do and
then do it."

Vanguard's ascendance coincides with siruggles at one of its fop rivals, Pacific Invesiment Management
Co., which has seen outflows for 15 consecutive months. Pimeo's flagship fund, the Total Retuyn bond
fund, run by Bill Gross, was for five years the biggest mutual fund in the world, but investors have pulled
money amid a stretch of lackluster perfaormance. Pimeo’s Total Return bond fund now manages $223
billion, compared with $299.4 billion for Vanguard's Total Stock Market Index fund.Pimco's spokeswoman

declined to comment.

M. McNabb said Vanguard doesn't have any internal growth targets and he hasn't paid attention to the
firm's recent milestones. The firm will sometimes take actions that seem counterintuitive to growth, like
closing off 2 popular mutuai fund to new investors for a "cooling off' period when it believes investors are

only attracted to short-term past performance.

Vanguard isn't the only company benefiting from the wave of money flowing into passive products.
BlackRock, the world's largest asset manager, with about $4.6 frifiion in assets under management, has
seen $53 billion pour info its iIShares® ETF business globally this year through Aug. 18, the largest
amount of any fund company, accerding to the company.

BlackRock is the largest ETF provider. A spokeswoman for the company declined to comment.
Vanguard, however, the third-largest provider behind State Street Global Advisors, has seen more

investor inflows in the U.S.

-~-Anupreeta Das
contributed to this article.

Write to Kirsten Grind at kirsten.grind@wsi.com
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Weekly Commentary by Professor Jeremy J. Siegel

The CALPERS Shocker;

The Fed's New "Dot Plot”
Saturday, 11:00 AM EDT, 9/20/2014

Many have said that three highly significant events impacted the market this past week: The FOMC
meeting, the Scottish vote, and the Alibaba IPO. But | think a fourth overshadows all; the decision by
CALPERS, the 2nd largest pension fund inthe U.S., to exit all of its $4 billion hedge fund posmons claiming
that the returns have not justified the costs. Looking at the data, it is easy to see why. According to HFR, the
hedge fund tracker, the retums on hedge funds have averaged about 8 percentage points pes “yearbehind
a 60-40 stock/bond balanced index fund over the past five years. And even in the crash year 2008, where
hedge funds are supposed to shine, they lost 19%, only slightly better than the 22.2% loss of balanced index
funds. The upshot is that hedge funds are just a fancy name for high-priced active management, which have
been shown in repeated studies to fall significantly behind index funds. Will hedge funds disappear as a
result of these developments? Of course not: Hope Spring Eternal among investors that they {or someone
they hire) can beat the market. But hedge funds recent performance should give investors reason to pause
and reflect on the type of strategy that optimizes their returns,

Front and center with the Fed meeting was the Dot Plot. | was wrong in expecting the Fed to remove the
words “considerable time” in their directive, but right in predicting that they will tighten faster than the
market expects. In fact the infamous “dot plot”, which reveals year-end predictions of FOMC members,
was even more hawkish than the June forecasts. The December 2015 expectations for the fund rate rose
to 1.25% to 1.50%, far above the 0.77% in the Fed Funds futures markets and the 2016 expectations rose
to 2.50% to 2.75%, also far above the 1.86% market level, And now the Fed has added 2017 forecasts
for the first time, which shows the expectations of the funds rate at virtually the fong-run level of 3.75%.
Certainly the yields in the futures market moved up as result of the release of the FOMC directive, but
they are still nowhere near the level of the forecasts. The longest fund future is August 2017, and that rose
11 bps from about 2.38% to 2.49, more than 120 bps below the Fed'’s forecasts.

Who's right: the market or the Fed? In the long run, the market is historically right. | have written
extensively that the equilibrium long-run funds rate is far below the near 4% the Fed thinks —in sync
with Bifl Gross's “New Neutral” of 2% or slightly higher. Yet | think that stronger growth will bring the
Fed to this level faster than the market believes, so short-terrn rates might be pressured in coming
months. Stocks clearly looked at the bright side of the Fed meeting: No rapid tightening, and no
recession forecast in the next 3 years, and rose to record highs.

Past performance is not indicative of future results. You cannot invest in an index. Professor Jererny Siegel is a Senior
Investrnent Strategy Advisor to WisdomTree Investments, Inc. and WisdomTree Asset Management, inc. He is also a
registered representative of ALPS Distributors, Inc. This materfal contains the current research and opinions of Professor
Siegel, which are subject to change, and should not to be considered or interpreted as a recommendation 1o participate
in any particular trading strategy, or deemed to be an offer or sale of any Investment product and it should not be relied
on as such. The user of this information assumes the entire risk of any use made of the information provided herein.
Unless expressly stated otherwise the opinions, interpretations or findirgs expressed herein do not necessarily
represent the views of WisdomTree or any of its affiliates.
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Burion G. Malldel

-ﬁ Tom 1980 1o 2008, the T.S.
financial sexvices sector
4% grew from 4.9% 10 8.3% of
’ GDPE. A substential share of
that increase represented
reases in asset-management feas.
ixcluding index funds (which make
rket refurns available even to small
estors at cloge to zero expense),
s have risen substantially as a
centage of assets managed. In my
gmient, Investors have received no
1efit from this incresse in expense
igs.

dex fimds have far
itperformed the average

tive manager, and al a much
wer cost to the investor.

o ¢ st o . St e, Sk ey 4 R S

Tha increase in fees could be
stified if it reflected increasing
torns for mvestors from active
magement, or if it Improved the
ficiency of the market. Netther of
ese argnments holds. Actively
anaged funds of publicly traded
cwrities have consistently undex-
rformed index funds-—by roughly
£ differential in fees charged.
Passive portfolios that held all the
ocks in a broad-based mazket index
we substantially outperfcrmed the
rerage active manager since 1980,
1erefore, the inerease in fees likely
presents a deadwebht loss for
vestors.

re

Therz are substantial economies of
scale in asset management. It is no
1more costly to place an order for
20,000 shares of stock than for 10,000
shares. The same annual report and
similar filings to the Secirities and
Exchange Commissicn are required
whether an investiment fund has $100
million or $508 millicn in assets, The
due diligence required for the nvest~
ment manager is ho different for a
large mutual {uxid than for a small
cne. Modern techniology hias folly
automated such tasks as dividend
eollection, tax reporting and ckient -
statements. Academic research has
documented substantial economies of
scale in mutual-fund administration

Tn 1380, the equity mutual-fund
industry managed less than $26 hillion
of assets. By 2010 the equity assets of
the martual-fund ndustry totaled
almost $3.5 trillion. Substantial econo-
mies of scale could have been passed
on to individual investors, resuiting in
lower expense ratios, Bat those econo-
mies appear to have been entirely
captured by asset menagets, The same
finding holds for asset mariagers who

rater to institutonal fvestors.
In 1880, the anmual expense ratio
for all mutual fonds (as measured by

" Lipper Analytic Sexvices} was 66 basis
" points. In 2010, the equivalent (asset

welghted) ratio was 69.2 basis points.
But in 2010 almost 30% of mutval-
Tund aszets weye invested in low-cost
index funds, which represented an
insignificant share of assets in 1980.
Thus the armual expense ratios for
actively managed funds rose to 91
basis points from 66 basis points.
While expense ratios paid by institu-

vestment H

managars aver tha returns available
frorm low-cost Index, funds. Overall,
thesa excass returns seem nonexdstent,
Why do investors continiue to pay
such high fees for financial sevvices of
such guestonable velue? Many may
incorrectly judge the quality of invest-
ment advice by the price charged.
Individual and institutional investors
may.suffer from overconfidence and
truly believe that they can select the
best invesiment managers and ezrn
excess veturns; despite historical
ovidence o the confrary.
Outperforming the consensus of
hundreds of thoasands of professicn-~
als at the world’s major finaneial
institutions is next to impossible. Tt
has been for decades. Over long .
pericds, abaut two-ihirds of active ™
managers are outperformed by the
benchmark indaxes. The one-third

tional investors ave considerabiy
lower than those paid by Individual
investors—by about 40%—these fees
have not fallen over time as a percent-
age of assats managed.

However, index fimds and their
ggchange-traded counterparts have
allowed the individual i ifivestor to
henefit from seale economies.
Exchange-traded funds that rack the
Standard & Poor’s 500 Stock Index or
the Wilshire 5,000 Total Stock-Market
Index are available to individiial
jnvestors at expense ratios of five
basis points or less.

There is another way of looking at
these asset-management fees. Total
fund assets inereased 135 times since
1980, it the total expenses paid to

that may outperforin the passive
index in one peried are generally not

equity mutual-fund managers the same as in the next period. But
Increased 141 times (to $24,43 billion  investors can benefit from low-cost
from $170.8 million).- index funds and their exchange-raded

Of course, when stated as 2 percent-
age of assels, these fees do look low—
close to 1% of assets. But compare -
them with returns produced, If overall
stoclemarket returns average, say, 7% a
year, fees of 1% point are actually
about 14% of stoclke-market returns.
Mutual-fund fees take up well over
50% of dividend distributions.

Even these recalcylations may
substantizlly understate the real cost
of active invesiment management. A
more reasonaple way to assess the -
benefits of active management is to
measuye fees as a percentage of the
“exeass” returns-produced by active

cousins.

The lesson for investors is very
clear; You can't contval what mavkets :
can do, but yon can control the costs
you pay. The less you pay to the ’

. purveyers of investment services, the
more there will be for you. The quint-

. essential low-cost mvestment vehicles
are Index funds, which should eomprise
the core of every nvestwent partfolio.
The high fees charged for active
management carmot be justifiad.

Mr. Malldel is the chief investment
officer of Wealthfroni and serves on
the advisory bgard of Rebalance R4,
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Call 1-800-iShares to request a prospectus, which inciudes investment
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