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Astute investors have learned how mutual funds reduce investment returns, and
why successful institutional investors manage portfolios in a different, more
efficient way. In this piece we explain:
 The types of damaging products in the investment world
 The drawbacks to mutual fund returns
 The high and hidden fees involved with mutual funds
 The lack of tax-efficiency in mutual funds
 Most importantly, why most astute investors with substantial assets
invest differently in order to curtail these dangers

Mutual funds are not the most cost-effective,
tax-efficient and transparent solutions.
Over the past 20 years, investors have increasingly benefited from advances in technology
through expanded investment options, greater transparency, and a better understanding of
the costs involved in investing as well as the various conflicts of interest inherent in the
investment industry. As these developments have evolved, investors have demanded more,
and better, information to truly understand how their assets are being managed, what that
management costs them, and who exactly benefits from those costs.
However, despite these developments many investors still do not fully understand the total
expenses they incur when investing their assets. Many fees are still too opaque, too complex
or simply buried amidst a bunch of legal jargon designed to keep investors in the dark.
Unfortunately, because these fees compound over the course of an investment lifetime, they
can significantly impact the chance of successfully reaching your investment goals.
The purpose of this whitepaper is to shed light on some of these hidden investment fees,
demonstrate the effect these fees have on investor returns, and offer solutions to help
eliminate or minimize many of these fees in order to improve portfolio returns.

Investment Vehicles
There are many different types of investment vehicles available to investors today. Openended and closed-ended mutual funds, exchange-traded funds (ETFs), annuities and other
insurance products, structured brokerage products, investment derivatives and numerous
other instruments are regularly marketed to investors. For purposes of simplicity, we have
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chosen to focus on the universe of open-ended mutual funds, the most widely-held
investment vehicle amongst American investors today.
As a brief refresher, a mutual fund is a basket of securities. Instead of owning one share of
Apple, one share of Amazon, and one share of Alibaba, by purchasing one share of this
hypothetical “A Fund,” you would own 1/3 of a share of each of these three companies. A
mutual fund is open-ended when it does not have a restriction on the amount of shares the
fund can issue – purchasing shares creates new shares, while selling shares takes shares out of
circulation. Open-ended mutual funds provide investors an easy way to pool their money with
other investors and purchase a diversified portfolio of investments related to a specific
investment objective, such as “growth and income” or “dividend appreciation.”
The first modern-day open-ended mutual fund was the Massachusetts Investors Trust, created
on March 21, 1924. That fund went public in 1928 and eventually became known as MFS
Investment Management. The fund was built on a concept first developed in 1774 by a Dutch
merchant, Adriaan van Ketwich, who had the foresight to pool money from multiple investors
to form an investment trust so that the risk to each individual investor was spread amongst all
investors in the fund.
Because mutual funds provided the opportunity for even small investors to invest in the broad
market, the popularity of open-ended mutual funds grew dramatically beginning in the 1960s
as they continued to provide a way for ordinary people with minimal capital to pool their
resources together in order to access a professionally-managed, diversified basket of
investments. Shown in the following chart, total worldwide open-ended mutual fund assets as
of December 31, 2017 stood at $49.3 trillion, with $22.1 trillion in the United States alone 1.
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However, with the growth in open-ended mutual fund assets over the past 50 years, the
original intent of the mutual fund as a way for the average person to hold a diversified
portfolio has been forgotten. For investors with substantial investment assets (typically
$500,000 or more), mutual funds are not the most cost-effective, tax-efficient and transparent
solutions. Instead, many investors would be better suited having a customized portfolio of
individual securities designed specifically for their investment needs – often at a fraction of the
cost. Think of this as having graduated to a level where you can have your own fund created
just for you, based on your unique investment objectives.

Think of this as having graduated to a level where you
can have your own fund created just for you.
Drawbacks of Mutual Funds for Larger Investors
In today’s modern investment industry, there are countless investors and advisors who
allocate assets into mutual funds. Picking a handful of mutual funds requires little research
and analysis and often provides the ability to shift the responsibility for investment results
onto the shoulders of the mutual fund managers. Many clients have heard, after a period of
poor performance in one mutual fund, that “the fund has lost its mojo” or that “the
management of the fund has changed.” As a result, investors often sell the underperforming
fund and purchase another fund that has had better recent performance. However, the costs
associated with this approach can be exorbitant and this strategy incorporates various other
drawbacks as well.
First, mutual funds do not offer the individual investor the ability to tailor an investment
strategy to their specific investment objectives. Instead, the investor is lumped together with
potentially millions of other shareholders in the fund, and is therefore susceptible to their
fellow shareholders’ emotions and behaviors.
For example, let’s assume you are a patient, calm, long-term oriented investor saving and
building your retirement nest egg. Even if you make no changes to your portfolio, whenever a
fellow shareholder decides to sell their mutual fund shares, whether due to an emotional
overreaction to market movements or simply because they needed the cash, you are forced to
pay the cost and taxes of this other shareholder’s decision. Open-ended mutual funds are
“cash-settlement” vehicles. This means that anytime an investor sells their shares, the fund
manager is forced to sell the underlying securities in the fund in order to provide the cash for
the redemption. Subsequently, all shareholders share the cost of selling the securities (i.e. the
transaction costs) and also share in any taxable consequences created by selling those shares
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(i.e capital gain distributions), assuming the investor is holding the mutual fund in a taxable
account.
The long-term impact of this behavior is captured through an annual report published by the
research firm DALBAR, Inc. The “Quantitative Analysis of Investor Behavior” report provides
insights into the trading decisions of US mutual fund investors. The DALBAR study analyzes
mutual fund sales, redemptions and exchanges each month to measure investor behavior.
Compiling this data provides a picture of the “average mutual fund investor” and their trading
decisions over time. According to the latest DALBAR study, as of December 31, 2017 the
average US equity mutual fund investor has seen an average return of 4.9% over the past 10
years, compared to an 8.5% return for the S&P 5002.

The average US equity mutual fund investor has seen an
average return of 4.9% over the past 10 years, compared
to an 8.5% return for the S&P 500. - DALBAR
There are a variety of reasons for the underperformance of the average mutual investor vs.
the benchmark. First, some investors are not investing for the long-term and are instead
looking to make a quick buck. They try to “time the market” and contribute to the volatility of
the investment. However, as the DALBAR results show, this approach can be detrimental to
not only those investors engaging in this behavior, but also to their fellow shareholders who
are focused on time IN the market, not timing the market.
Second, mutual funds also lack transparency. This translates into investors owning a lot of the
same positions in different mutual funds, which can create unintended consequences – one
fund in your portfolio may be selling Microsoft, while another is buying Microsoft.
Subsequently, you may be paying unnecessary transaction costs, or you may be more exposed
to an individual security or market sector than you are aware. Furthermore, this gives you
virtually zero control over your tax exposure in any given year. Mutual fund investors simply
receive a capital gain distribution after each calendar year instead of having the ability to
intelligently engage in tax-loss harvesting throughout the year and optimize their tax situation.
Third, and most importantly, the average mutual fund investor tends to underperform
relevant benchmarks simply because of fees. According to Morningstar, as of November 2018,
the 50 largest actively-managed US equity mutual funds (representing over $2.3 trillion in total
assets) carry an average expense ratio (management fee) of 0.92% per year3. Even owing an
S&P 500 Index Fund means your performance will trail that of the index because of the
expense ratio on the fund.
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Mutual Fund Fees
In the world of mutual funds, you don’t always get what you pay for. And most investors do
not truly understand the total fees they are paying. There are a number of different types of
fees to consider:


Management Fees

Also known as expense ratios, these are the fees paid to the fund’s portfolio manager for the
day-to-day management of the fund. Fund companies can raise or lower the stated expense
ratios from year to year; however, they tend to hover around the amounts stated in the fund’s
prospectus.


12b-1 Fees

These fees are awarded to people for selling and promoting a fund. In other words, it’s a
commission. These fees typically average around 0.13% per year4 and are distributed to the
broker who sold the fund. Note: a fee-only registered investment advisor cannot receive these
commissions and is not incentivized to sell these products to their clients.


Redemption Fees

As a way to discourage selling your mutual fund shares, funds can charge a redemption fee.
Redemption periods can have a large range – anywhere from 30 days to a year – and is
typically a percentage of the value of your invested funds. The SEC mandates that redemption
fees cannot exceed 2%.


Loads

Loads are another form of sales charge that rewards someone for selling shares of a mutual
fund. Loads can be front-end or back-end.





Front-end loads are typically found in A-share classes. The load is applied when the
investor buys the fund and can be as high as 5.75% of the total investment! That money
goes to the broker who sold you the fund.



Back-end loads, also known as “deferred sales charges” are found in B-share funds.
These loads are applied when an investor sells the fund and can be as high as 5%! Again,
the money goes to the broker who sold you the fund.

Transaction Fees

Transaction costs occur any time a fund manager buys or sells a security inside of a mutual
fund. These transactions may occur due to the fund manager’s views on market opportunities
and risks, regular portfolio rebalancing and/or the extent of fund purchases or redemptions.
For higher turnover funds (i.e. when a manager trades securities frequently), these costs can
be significant. Because these fees are often the most difficult to find or quantify, they can be
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some of the most detrimental to a fund’s shareholders over time.
According to a study done by UC Davis professor Roger Edelen and his co-researchers at the
University of Virginia5, transaction costs can often be higher than a fund’s expense ratio. For
example, investors in small-cap growth funds pay an average of 3.17% per year in transaction
costs, while investors in large-cap value funds pay an average of 0.84% per year. This means
that the average US mutual fund investor pays anywhere from 1.76% to 4.09% per year in
total fund fees. And this doesn’t include the additional layer of fees being charged by an
advisor who is allocating your assets into mutual funds. If we assume the average advisor
charges their clients anywhere from 0.80% to 2.50% per year, then the true total costs of your
mutual fund investment strategy may be anywhere from 2.56% to 6.59% per year.

The true total costs of your mutual fund investment
strategy may be anywhere from 2.56% to 6.59% per year.
These fees directly reduce your investment returns. If we assume the long-term return of the
S&P 500 is typically around 9% per year, a typical investor working with an advisor who is
selecting mutual funds may be losing anywhere from 28% to 73% of their annual return to
fees.


Tax Inefficiencies

Finally, tax inefficiencies can add yet another layer of cost to a mutual fund investor’s strategy.
Mutual funds are notoriously inefficient in managing taxes. Mutual fund managers are focused
on “gross” investment results regardless of the fund costs or tax consequences. These
managers have no incentive to even consider the impact of portfolio decisions from a tax
perspective.
Here’s an example: let’s say your advisor selects a mutual fund that currently holds a stock
trading at $50 per share. The stock then drops to $30 and the fund decides to sell that
position. You just lost $20 per share on that position, which should be a tax write-off for you.
But that may not be the case. If that fund originally purchased the stock for $15, the fund’s
shareholders must pay taxes on the profit. So, you just lost $20 per share, but paid taxes on a
gain of $15 per share that you never even enjoyed.
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Adding It All Up
Now that we have reviewed the numerous layers of fees associated with a mutual fund
strategy, let’s take a look at what this can mean to an investor’s bottom line. The table below
shows the hypothetical growth after fees (net of advisory fees) for an investor paying a total of
1% to an advisor who selects individual securities for their clients (Investor A) versus an
investor paying a total of 2.5% working with an advisor who uses mutual funds (Investor B).
These investors both start with a balance of $500,000 and have a 20-year time horizon. For
simplicity, we will assume each investor is achieving a return of 9% per year before fees (gross
of advisory fees). Transaction costs, reinvestment of dividends and other income are not
factored into this hypothetical example.

Source: OPCM

You can see from this simple example the dramatic impact fees can have over longer periods.
In this hypothetical example, Investor A ends up with over $500,000 more in assets when
compared to Investor B, who is paying multiple layers of fees with the mutual fund strategy.
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How to Maximize Your Investment Returns
It is important to remember that while there are some aspects of investing you cannot control,
such as how the overall market or economy performs, there are other aspects over which you
do have control, such as your investment costs. Without a full understanding of what you are
paying and what you are receiving in return, it is impossible to even begin to optimize your
investment strategy.
The first step in maximizing your investment returns begins with a complete and
straightforward understanding of your investment fees. If you have an advisor, it is crucial to
have a discussion regarding fees. Although they may find this uncomfortable, keep in mind it is
your nest egg you are building and they are the professional you hired for guidance. Consider
asking the following questions:



Do I own mutual funds in my investment portfolio?



If so, why have you decided to use mutual funds instead of individual
securities?



What percentage of my portfolio is invested in mutual funds?



What are the total fund-related fees (including expense ratios, transaction fees,
any redemption charges, loads, etc.) that I am paying?



What am I paying you to select these mutual funds?



What is my total fee including the fund-level fees and the additional layer of
fees to you?



How tax-efficient are my mutual funds?

If the answers to these questions result in a higher level of fees than you were aware of, or
you are uncomfortable with the level of return you are giving away each year, there is another
solution.
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Our Approach
For over 80 years, Osborne Partners Capital Management, LLC (OPCM) and its predecessors
have designed and actively managed customized portfolios of individual securities for our
clients. Our investment team members, including CFA Charterholders, have over 20 years of
professional investment management experience. We do the hard work that the vast majority
of advisors today simply do not do – we analyze individual securities, understand their
financial positions and speak with company management before deciding whether to own a
particular security.
By using individual positions that are customized to your situation, we are able to provide:


Full Transparency – you know exactly what you own at any point in time



Better Risk Management – you know exactly what your exposure is to any given
asset class, sector, industry or individual security



Greater Tax Efficiency – using individual securities offers the opportunity to engage
in “tax-loss harvesting” throughout the year in order to minimize capital gains and
tailor to your unique tax situation



Lower Fees – by removing the layer of fees from investing in mutual funds, the cost
savings can be significant – leaving more of your hard-earned money in your portfolio
to continue to grow for you

To learn more about Osborne Partners Capital Management or to receive a complimentary
analysis of the true costs of your current investment strategy, please contact us at
info@osbornepartners.com or call us at 1-800-362-7734 today!

CFA Institute does not endorse, promote or warrant the accuracy or quality of Osborne Partners Capital Management LLC. CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA Institute.
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Since 1937, Osborne Partners Capital Management LLC and its predecessors have provided
wealth management for individuals, families, foundations, endowments, and corporate
retirement plans with investable assets of $500,000 to over $100 million. Headquartered in
the San Francisco Bay Area, the firm manages approximately $1.5 billion in assets as of
December 31, 2018.
OPCM allows individuals to have portfolios managed similarly to large, successful, foundations
and endowments. We believe the most important characteristic of a portfolio is how it
defends against flat to down markets. Our strategy is accomplished by allocating portfolios
over a variety of major asset classes; equities, fixed income, natural resources, real estate, and
alternative assets. Client portfolios are customized, and managed in-house by our investment
team.
The result? Osborne Partners has a history of long-term performance, strong risk metrics and
low downside capture, with tax efficiency and an unparalleled level of client service.
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Locations:

Contact Us:

580 California Street, Suite 1900

E-mail: info@osbornepartners.com

San Francisco, CA 94104
Phone: (415) 362-5637
Fax: (415) 362-5996

Phone: (800) 362-7734
www.osbornepartners.com

535 Middlefield Road, Suite 160
Menlo Park, CA 94025
Phone: (650) 854-5100
Fax: (650) 854-5661

The opinions expressed herein are strictly those of Osborne Partners Capital Management, LLC as of the date of the material
and is subject to change without notice. None of the data presented herein constitutes a recommendation or solicitation to
invest in any particular investment strategy and should not be relied upon in making an investment decision. There is no guarantee that the investment strategies presented herein will work under all market conditions and investors should evaluate
their ability to invest for the long-term. Each investor should select asset classes for investment based on his/her own goals,
time horizon and risk tolerance. The information contained in this report is for information purposes only and should not be
deemed investment advice. Although information has been obtained from and is based upon sources Osborne Partners Capital Management, LLC believes to be reliable, we do not guarantee its accuracy and the information may be incomplete or
condensed. Past performance is not indicative of future results. Inherent in any investment is the possibility of loss. Osborne
Partners Capital Management, LLC does not provide tax or legal advice. Please consult with your tax and legal advisors regarding your personal circumstances.

