
The Price of Advice

By Richard A. Ferri, CFA

“Most competent investment advisors on the IndexFunds.com board will agree that you should buy one index fund over another
because it has a lower internal cost. However, many of those same advisors think nothing of charging their clients 1½% per
year or more to manage a simple portfolio of index mutual funds.” - Richard Ferri

I am a Registered Investment Advisor (RIA) with the Securities and Exchange Commission. Are you impressed? Don’t be. Just
about anyone can become an investment advisor. Simply send in a form to the state or federal government with a modest filing
fee, and you can join the club. You don’t need an MBA or a college diploma to apply. Heck, you could have flunked out of the
third grade, gone bankrupt seven times, lost everything you ever owned to a Ponzi scheme, and still make a great living manag-
ing other people’s money.

In this surreal world of investment advice anyone can claim to be an expert and get paid for it. This is why most stockbrokers,
financial planners, and insurance agents are in the business, and why accountants, attorneys, and bankers want in as well. The
problem is, most investment advisors are borderline incompetent. Thousands of them lack the basic investment skills and
knowledge of a first-year business student.

With so many investment advisors running around claiming to have unique insight into the financial markets, how do you tell a
good advisor from a bad one? Most people start by checking an advisor’s education, experience, and references. This is only
possible if you understand all the titles and acronyms in the business and can separate fact from fiction. Titles are great example.
The title of “Vice President” is meaningless. It doesn’t even rate a key to the restroom at most firms.

If you do a good job on due diligence, you will dismiss over 90% of advisors as snake-oil salesman. That leaves you with the
other 10%. This group of the advisors is generally educated, competent, and you will likely do okay with any of them. However,
if you what to do better than okay, you need to dig deeper for clues.

One clue to top advisors is the fee they charge. The fee can tell you a lot about the individual advisor and about your potential
return. Here is the bottom line on advisor fees: high fees are bad and low fees are good. There is an inverse relationship between
advisor fees and performance. On average, those advisors with the highest fees perform the worst and those with lowest fees
perform the best. Low fees are the main reason why index funds have outperformed actively managed mutual funds over the
years, and the same logic applies to advisors.

Most competent investment advisors on the IndexFunds.com board will agree that you should buy one index fund over another
because it has a lower internal cost. However, many of those same advisors think nothing of charging their clients 1½% per year
or more to manage a simple portfolio of index mutual funds. They advocate low management fees as long as it comes out of
someone else’s pocket. It is obvious to me that these high fee advisors cannot possibly add enough “value” through their
investment acumen to make up their fee, so what is their real agenda?

The high fee investment advisors will adamantly claim that they are worth their keep because they “add value” to a portfolio.
Realize that the term “add value” does not mean “add money” or “add performance”. To a high fee advisor, value added is an
esoteric term, so much so that most advisors have trouble clearly defining it. Nevertheless, here are a few examples of how high
fee advisors have claimed to add value:

1) Strategic Asset Allocation: An advisor helps the client decide which asset mix is best for their long-range goals. For example,
is a portfolio of 60% stock, 40% bonds appropriate, or a portfolio of 40% stock and 60% bonds? Strategic asset allocation is a
very basic value-added service that all advisors provide, even the low cost firms. It implies a long-term commitment to stock/
bond mix that is supposed to last for several years. However, I often hear high fee advisors claim that they meet with their clients
often, sometimes quarterly, to review a their clients goals and reset the portfolio allocation. Why should this be necessary? A
proper allocation from the onset should be good enough to last for years. Frequent meetings are simply busy work and are a poor
excuse for charging high management fees.
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2) Tactical asset allocation: An advisor chooses the right selection of mutual funds based on the market environment, and re-
balances the portfolio frequently. One type of tactical allocation popular on the IndexFunds.com board is known as Slice and
Dice portfolio (S&D or 4X25). The idea of S&D is that an abnormal return can be extracted by tilting a portfolio toward a set of
stocks that have under-performed recently, and to re-balance as needed.

The other side of this argument is a Total Stock Market (TMF) fund. The idea of a TMF is that the market is efficient, and it is
wise to buy the entire stock market in its current form and leave it alone. I believe both strategies have merit, meaning that they
both have an equal chance of out-performing each other in the future. In a sense, “All Roads Lead to Rome”. No one can tell you
for certain which road will get you to Rome faster, although many high fee advisors attempt to make that claim. Many managers
believe they deserve a hefty fee for their tactical asset allocation services. This makes no sense. Even if a S&D strategy turns out
to be superior, the toll of the higher fee wipes out any advantage. Tactical asset allocation is a poor excuse for high fees.

3) Handholding: When things get rough the phones start ringing. High fee advisors say they do a lot of client handholding during
difficult times in the market to ensure their clients stay the course. In reality all advisors handhold during rough times, even the
low fee advisors. Communications and information systems are so good today that it is easy to handle hundreds of clients in a
timely manner and at a nominal cost. There is no justification for managers charging a high fee for basic client service.

4) Other services: Some advisors provide tax services and legal services to clients in addition to portfolio management, and they
bill these services as part of an all-inclusive fee. If a client uses those services on a regular basis, than a higher fee is justified,
however, it is wrong to bill all clients for these services, even those who do not participate. In addition, firms that provide such
services should clearly break down each item on the bill so the client knows how much they are paying for investment manage-
ment services and how much they are paying for all the rest.

5) Colorful reports and a beautiful office: Glossy brochures, pretty reports, and a prestigious office attract a certain type of
clientele. In addition, those amenities go a long way to cover-up poor performance and inept management. High cost advisors
are the only ones who can afford luxuries of this kind. The question is, do the clients really want them? Every high net worth
client I ever talked to would gladly go to a less prominent office building and look at black and white reports if it meant a 50%
reduction in their management fee. The best managers, like Warren Buffet, know the value of a dollar and do not waste their
clients’ money.

High investment management fees are a bastion of gluttony and it is time we started talking about it. In my opinion, the most
value an advisor can offer their clients is the offer to cut their management fee in half. What fee do I consider appropriate? A fee
of 0.50% per year on accounts from $100,000 to one million is about right, and assets over one million dollars should be half
that amount. A minimum fee of $500 per year is reasonable on accounts with less the $100,000.

John Bogle spent his life as an advocate for lower mutual fund fees. This article is an attempt to follow in his footsteps. The
subject of fees is very touchy on Indexfunds.com, and until recently it was taboo. I appreciate the opportunity to voice my
opinion on the subject, and I hope it sparks a meaningful discussion.

Richard A. Ferri, CFA is the President of Portfolio Solutions, LLC in Troy, MI. Portfolio Solutions, LLC specializes in low cost, tax
efficient investment strategies for high net worth individuals, family estates, trusts, and business concerns. Mr. Ferri’s new book
Serious Money, Straight Talk about Investing for Retirement is available on AMAZON.COM.
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