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Coffee Beans and Stock Pickers                   

It would be hard to find anyone who can predict with certainty the price of coffee beans a year from today.  It would be virtually impossible to find someone who can predict with certainty the price of beans 3, 5 or 10 years from now.   It’s easy to understand why. Crop disease and potential political instability make predictions difficult.  More difficult, however, is the unpredictability of weather. Until we can reliably forecast long-term weather trends, weather makes reliable coffee bean price predictions impossible. 

Now let’s compare the relatively few and understandable variables that influence coffee production with the innumerable variables that daily affect the prices of securities.    Every day, events occur throughout the world that impact stock and bond prices.  Individually, the effect that any event will have on prices is hard to predict. Collectively, their combined effect is impossible to predict.   The booming economy in China leads to lower prices for consumers in the US and keeps inflation down.   Yet this same economy uses vast quantities of oil. This leads to higher world oil prices and higher inflation. 
Countless ads by the investment industry ask us to believe that they are smart enough to figure all this out.  “Invest with our 5 star funds and outperform the market.”   “The best funds to buy right now.”  “Five stocks that can’t miss.”   It all seems so logical - I must find someone who understands this investing business better than I do.   After all, aren’t there people who sit in front of their computer and pay attention to this stuff every day?    
Yes, there are several thousand of these folks. They run mutual funds, pension plans, private accounts and hedge funds. Most of them are pretty smart.  Some are awfully smart, yet not a single one of them would bet their house on their ability to predict the value of the S&P 500 Index a month from today.   Why not? Because of something called the Efficient Market Hypothesis.   All the facts about a company are public knowledge, known to all decision-makers.  The current price of any security is the cumulative judgment of all those smart people as to its value.  Only new facts will change this consensus opinion and change the price.   Where do these new, yet unknown, facts reside?   In the future, knowledge of which is off limits to everyone, no matter how smart you are.   Just like the weather.  (In fact if you were smart enough to see into the future, you wouldn’t need car insurance, but that’s another story.)  
 So in order to outperform their peers, stock pickers and mutual fund managers must be able to continually see into the future, in order to act on information before it becomes universally known.   They know they can’t see the future any better than you or I can, so they don’t bet their house.   You, however, see the ads and bet your retirement.  A poor choice indeed.

So what’s an investor to do?   Well, as simple as it may sound, don’t pay to play their game.   Your portfolio’s net return will be the return of the assets it holds minus the expenses you pay to own those assets.   Every dollar saved in expenses goes right to your bottom line and compounds over time.   Investing in loaded mutual funds (those with a sales commission) puts a horrible drag on your returns right out of the starting gate.  Many actively managed no-load funds have high annual expenses.  The average actively managed stock mutual fund has and annual expense ratio of just over 1.5%.   Fortunately, index mutual and exchange traded funds are available with annual expense ratios of less than .5%.  A portfolio of actively managed mutual funds can easily be replaced with one consisting of comparable index or exchange traded funds with significantly lower annual costs. 

  Academic research indicates that without knowledge of the future, active managers have almost no chance of outperforming market indexes over a 15 year period.   Those very few that may achieve this feat are unidentifiable in advance.  
 Long term wealth accumulation is best served by investing in a well diversified portfolio consisting of no-load, low-cost index funds.  This, I believe, will provide the highest returns for an investor’s long term wealth accumulation.    

Disclaimer: The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.  Is the reader's responsibility to determine how the content of this newsletter should be applied to their own investment portfolio. Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
