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Risk and return 
are related; any 
informed in-
vestment deci-
sion, then, re-

quires a clear consideration of  
both factors. This means there 
are essentially three alternatives: 
market type risk with market 
type return, less than market 
risk with less than market re-
turn and above market risk with 
above market return. The extent 
to which one mixes and matches 
is primarily a question of  risk 
preference.  

Similarly, there are three pri-
mary product types available 
for investors who want to use 
diversified investment products 
as portfolio building blocks: 
actively managed mutual funds, 
exchange-traded funds (ETFs) 
and “enhanced” index funds. 
Actively managed funds involve 
technical and fundamental 
analysis where the stock-pick-

ing managers buy those securi-
ties that they believe will out-
perform the market as a whole. 
ETFs aim to replicate the 
market – both as to risk and 
reward. However, since these 
products have a cost (albeit a 
small one), they are certain to 
lag their benchmarks over time. 
Enhanced index funds are like 
ETFs in that they believe in 
market efficiency, but differ 
because they are not concerned 
about tracking error. Enhanced 
indexers believe risk and return 
are related – the enhancement, 
therefore, is to willingly take on 
more risk in the expectation of  
increasing returns by an equal 
or greater amount. (There is 
a fourth product type – hedge 
funds – but they tend to have 
the highest fees and the most 
opaque reporting of  all the 
product paradigms. For those 
reasons, I do not believe they 
merit serious consideration as a 
primary investment paradigm.)

To many, the three primary 
product lines offer a logical con-

tinuum of  choice. Depending 
on one’s views, any or all could 
be used in portfolio construc-
tion in varying proportions. In 
practice, active funds typically 
get below market returns in the 
long run with wildly divergent 
risk levels. While some active 
managers have performance re-
cords that look better than their 
benchmark, two points remain 
crucial:  
1. Outperformers over statistically 

significant time horizons are rare.

2. No one has figured out how to 

reliably identify outperformers in 

advance.

If  people could identify out-
performing managers in advance, 
those managers would most cer-
tainly be worth hiring. Sadly for 
investors, mutual fund outper-
formers cannot be reliably identi-
fied in advance and past perfor-
mance is not a reliable indicator 
of  what the future might hold. 
Every mutual fund prospectus 
says so.

In contrast, ETFs get market 
returns (minus a modest cost) 
while taking on market levels of  
risk. Because they are concerned 
with tracking error as a primary 
definition of  risk, ETFs are re-
quired to buy and sell stocks when 

they are added to or removed 
from the index in question. If  
you define risk as “the extent to 
which my investments deviate 
from the market as a whole,” then 
ETFs are for you.

Finally, enhanced index funds 
typically (but not always) offer 
above market returns in the long 
run precisely because they seek 
out securities with above market 
risk. It is noteworthy that this 
enhancement strategy does not 
involve a one-to-one relation-
ship – the products typically 
involve modest increases in risk 
relative to a market level, while 
simultaneously aiming for mod-
erate to strong improvements in 
long-term returns. It sometimes 
takes decades for this risk/re-
turn attribute to play out. En-
hanced indexers buy the asset 
class, but are smart about how 
they do it. They are not slaves 
to tracking error.

This brings us to the question 
of  how one might define risk 
– through standard deviation or 
by tracking error? Again, actively 
managed funds have all manner of  
standard deviations relative to the 
asset classes they invest in. The 
easiest products to understand 
are traditional market-capitaliza-

tion weighted ETFs. They essen-
tially define “risk” as tracking er-
ror. To traditional ETF investors 
and product manufacturers, risk 
is defined by how much the in-
vestment deviates from the index 
it is mandated to track. Enhanced 
indexers are far more concerned 
with standard deviation than 
tracking error. As such, it might 
also be said that enhanced index-
ers view risk in absolute terms 
while traditional indexers view 
risk in relative terms (i.e. rela-
tive to a benchmark). Neither is 
necessarily right or wrong, but 
advisors need to ensure that cli-
ents understand the difference so 
that they use products that reflect 
their own views. 

Investors should consider their 
own views regarding risk, reward 
and the probability of  outperfor-
mance when making investment 
decisions. And advisors need to 
offer reliable evidence for all pos-
sible investment choices and let 
their clients make the final deci-
sion.                                   aer
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Advisors using actively managed 
funds have taken a beating from 
index-fund advisors in the popular 
press over the issue of  fees. But the 
argument for indexing is usually 
made by relying on raw index re-
turns and usually targets investors 
who don’t want advice. The case 
for indexing is substantially weak-
er when all of  the costs associated 
with advice on passive portfolios 
are added up.

A classic example of  using raw 
index returns comes regularly 
from the Standard and Poor’s 
Index Versus Active Funds Score-
card For Canadian Funds. The Q4 
2007 report said, “Only 24.3% 
of  active funds outperformed the 
S&P/TSX Composite Index.”  
But this performance figure does 
not include the cost of  advice.  
Nor does it even include the cost 
associated with buying an index or 
exchange-traded fund (ETF). As a 
result, the performance figures are 
not reflective of  the practical ex-
perience of  Canadian investors. 

Similarly, it is important to look 
at total fee levels when comparing 
the new breed of  index-oriented 
(or passive) advisors to more tra-

ditional commission-based active 
advisors.

 To use a real world example, I 
decided to explore the fee-struc-
ture charged by a well-known pas-
sive-investing advocate.  He charg-
es an annual fee of  1.4% on assets 
up to $250,000 and 0.7% on ad-
ditional assets up to $2 million.  
The cost of  index funds, ETFs, 
and other investment products is 
not included and there is an ad-
ditional $80 commission to buy 
each ETF or stock.

At 1.4% the annual fee is hefty 
compared to standard rates of  ad-
visor remuneration. Indeed, it rep-
resents at least a 40% premium.  
Because larger portfolios get a dis-
count, the more typical fee level 
of  1% is hit (not including GST) 
at just over $583,000. Problem is, 
advisors work with client portfoli-
os averaging $146,200 according 
to the 2006 Advisor’s Edge Dol-
lars & Sense Survey. As a result, 
the vast majority of  potential cli-
ents would pay a big premium.

Some portfolio assumptions 
are required to determine the total 
effective MER for passive advice. I 
decided to add up the total fees on 

a simple balanced ETF portfolio 
with 60% in stocks and 40% in 
bonds. More specifically, the port-
folio is composed of  20% iShares 
TSX Composite (XIC), 20% 
Vanguard Total Stock Market 
(VTI), 20% Vanguard All-World 
ex-US (VEU), and 40% iShares 
Canadian Bond (XBB). This par-
ticular portfolio has a blended an-
nual cost of  0.23%, not including 
commissions. The all-in cost of  
passive advice for various port-
folio sizes is provided in the ac-
companying table for two differ-
ent reinvestment and rebalancing 
scenarios. The first assumes that 
trades are made for reinvestment, 
or top-up rebalancing, every six 
months. (In this case some distri-
butions are not immediately rein-
vested, which will lead to tracking 
error but reduced commission 
costs.) The second scenario uses 
quarterly periods and assumes 20 
trades are made a year.

I included smaller portfolios in 
the table but it is important to point 
out that our passive advisor shuns 
those with less than $250,000 to 
invest. I took this liberty because 
most active advisors work with less 

wealthy clients.  
As the fee figures demonstrate, 

the value proposition isn’t bad for 
larger portfolios but it really isn’t 
competitive for smaller portfolios.  
Even at $250,000, a 2.34% effective 
MER is very similar to the total cost 
charged by active advisors. I should 
hasten to add that passive advisors 
don’t have a monopoly on frugality.  
Solid active portfolios can easily be 
constructed for less than 2%.  

There is of  course a big differ-
ence between the two approaches.  

The passive advisor’s portfolio 
is practically guaranteed to trail 
the index by the fees charged un-
less some sort of  timing strategy 
is involved. 

But the active advisor’s portfo-
lio may well outperform the index 

before fees and therefore may fare 
better than the index advisor’s 
portfolio on an after-fee basis. 

In both cases, clients get advice 
but once all of  the fees are added 
up, small active portfolios tend to 
have the advantage.  They cost less, 
they may outperform, and clients 
still benefit from advice.  

For moderate portfolios the 
fee difference between advisor-in-
formed active and passive portfo-
lios is marginal.  

Those with large portfolios 
have to ask themselves, how much 
extra do I want to pay for a chance 
to outperform the index? I suspect 
that most clients would be will-
ing to pay more than a few basis 
points extra to profit from a good 
portfolio manager. aer

rebundling passive performance 
A second look at the cost equation
by norm rothery

 Portfolio Size Semi-Annual Reinvestment Quarterly Reinvestment

 $100,000 2.50% 3.30%

 $150,000 2.24% 2.77%

 $200,000 2.10% 2.50%

 $250,000 2.02% 2.34%

 $300,000 1.85% 2.11%

 $350,000 1.72% 1.95%

 $400,000 1.63% 1.83%

 $450,000 1.56% 1.73%

 $500,000 1.50% 1.66%

 $550,000 1.45% 1.59%

 $600,000 1.41% 1.54%
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