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Costs are Crucial
   Unlike auto dealers, whose ads constantly bombard consumers with the latest sale prices, mutual fund ads rarely mention cost. (Except in the tiny writing at the bottom)  In fact, they don’t have to.   In an industry regulated by the SEC’s holy grail of total disclosure, mutual fund ads can be surprisingly quiet concerning the costs of purchase and ownership. As long as they mention that you should read the prospectus before investing, (more tiny writing) the ad can be silent about fees and expenses.  I can think of no other common consumer product in which producers don’t compete on price.   Why not?
Because, I cannot think of another product in which consumers are so unaware of its actual cost. This serves the industry well. In many cases these annual fees and expenses are outrageous. So instead of price, they advertise unrepeatable past performance. (You know, past performance is no guarantee of future results). The concept of reversion to the mean (asset class performance reverts to long term averages over time) almost guarantees that investing in the latest hot fund will result in underperformance in the next few years.   This works very well for the industry.  They advertise high past performance, you give them your money; you experience future underperformance.  Then, in desperation, you sell and look for something else to buy.
I am not an opponent of mutual funds.  They are the most important weapon most individual investors have in the battle of long term wealth accumulation.   I am an opponent of expensive mutual funds.  I am an opponent of advertising past performance as if it is a valid indication of what can be expected in the future. This common practice is inherently dishonest, and every mutual fund company and broker knows it.
For example, consider a 25 year old investor who starts funding a 401(k) and invests $10,000 annually until age 65. If the realized return is 8% annualized, the account will have a final value of $2.59 million.   This is a staggering amount of money.  However, dollars are currency, not a measure of wealth.   With inflation of 3%, it has a current dollar value of $794,000.  Still, a nice nest egg for retirement, considering the small amount invested each year.
 However, investors must pay to play in this game.  In our example, the net return in the investor’s 401(k) will be $2.59 million, minus the fees and expenses paid to Wall Street’s representatives over those 40 years. Today, the average actively managed stock mutual fund has an annual expense ratio of just over 1.5%.  Compounded over 40 years, this leaves our investor with $1.756 million.  Fees and expenses diminish the final account value by $834,000.
 As an investor, your net return is the gross return of the assets held in the fund minus any fees charged by the fund.   Therefore, for you, fees are the equivalent of a loss.
Fortunately, almost any portfolio can be duplicated using index funds and exchange traded funds (ETFs).  These funds have expense ratios less than a third of actively managed funds. 
If we recalculate our example with an average expense ratio of .5%, the final balance would be $2.273 million, a $517,000 savings over active management.   No wonder mutual fund ads champion actively managed funds. There is only one way that these higher costs can be justified.  An actively managed fund must outperform a comparable index fund by a margin greater than its excess cost. (The data showing that most actively managed funds do not outperform index funds over time will be the subject of a future article).
How can it be then that most of us know more about the cost of the next car we want to buy than the cost of the largest single asset we will ever purchase?  We scour the internet to find the exact dealer cost of an auto.  We price every option, figure every rebate and dealer hold back.  We know the price we should pay for the car according to our zip code.  We go to the local dealers and negotiate our best price.  This is prudent when spending $20,000 - $40,000.  We don’t care whom we buy from, because the cars are identical. How much more important is it to practice due diligence when purchasing our retirement lifestyle?
 For mutual fund purchases, the same pricing research can be done on the internet. Past returns, fees, expenses, tax-efficiency, specific holdings and sector weightings are available from many sources.  Unlike researching cars, when researching mutual funds we quickly realize that the information is not as easy to understand.  The presentations are technical and may take some time to learn to interpret. Some terms and concepts are best suited to those of us who are left-brained number-crunching calculator heads. Unfortunately, there is a level of knowledge we must either acquire (or hire) to adequately analyze the data and put it to good use. I love charts and graphs, but they can be more deceptive than words. Those squiggly lines can lead the unaware down paths of financial disaster.
Unlike Honda Accords, the products offered by the mutual fund companies are in no way interchangeable. Over long periods, similar style funds will not differ significantly in gross returns. To outperform market averages through active management is almost impossible over a 15-year period.  Most large, well-known funds are going to produce returns not much different than a market index appropriate for their asset class. Among similar asset class funds, the highest expense funds usually under perform the lowest expense funds.  This is as it must be since higher fees do not result in better performance; they result in lower net gains for you.
 If you won’t pay extra for a Honda, don’t pay extra for a fund either.  The most important differences between funds are sales loads, management expenses, 12b-1 fees, and tax-efficiency.  These are clearly described on sites such as Morningstar.  Operating expenses are ongoing, deducted annually from your account and compound negatively over time.  To add insult to injury, you never get a bill.
Unlike when purchasing automobiles, consumers generally are not well-informed when they buy mutual funds.  Human nature being what it is, mutual fund companies are not likely to lower their costs and profitability until educated consumers demand price transparency and cost reduction.  Until that time occurs, most investors will be best served by finding and using no-load, low expense, tax-efficient, index mutual funds and ETFs in their portfolios.  This will lead to lower annual expenses and should yield greater net returns.
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.
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