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Q) I asked my broker if the costs of my investments mattered.  His response was that as long as I was making money, the underlying costs were not really important.  Do you agree?


A) I disagree and think that the cost of investing usually matters a great deal.  In a low return world, it counts even more than ever.  Stock market returns over the last decade at best are low single digits, so if you are paying 2-3% a year ( or more), you are probably losing money.  What should it cost to invest?
 
To answer, consider what you are buying with these fees.  Are you seeking just an investment allocation or comprehensive financial advice and monitoring?
 
If you are seeking just an asset allocation without other advice, there are two potential layers of costs.  First, would be the fee that the advisor picking out the stocks and funds charges for their services. Paying for such advice can cost from 0.25% to 1.25% annually in most cases.
 
  Second is the actual cost of the investments themselves.  When investing in broad developed markets, it is almost impossible to "beat" the market averages over long periods of time, so it is rarely worth paying someone to do so.  When investing in more specialized markets such as small foreign countries or sectors such as natural resources, then paying a manager with some insight may (or may not) be worth paying.  But how much?
 
The average "no load" mutual fund incurs disclosed expenses of around 1% per year.  In addition, if these funds have a lot of stock buying and selling (turnover) going on, there are additional hidden internal costs of another 1-3% per year.  There are Index type mutual funds that passively buy a particular index of stocks that can cost much less, and deliver better long term results over the long term most of the time.  These index funds purchased with no loads or commissions generally cost less than 1/4 of one percent per year (less than 0.25%) and have very little internal costs of trading.  However, note that "index" funds at brokerage houses can have expenses that are a multiple of this.  Bond funds in particular should rarely be purchased if they have annual expenses over 1/2 of one percent annually, as your return will be rapidly consumed by fees higher than this.
 
If you are seeking comprehensive financial advice, the average fee is usually 1% annually, decreasing as your account gets larger.  The cost of investing advice is usually bundled into this fee.  Most fee only planners will seek to use the lowest cost investments possible, often with annual portfolio costs of under 0.5% annually.  In addition to getting the investment advice and monitoring, you have access to a planner for advice on retirement planning, tax planning, educational planning, and other issues.
 
So, overall, the "do it yourselfer" using predominantly index funds should be able to design and monitor a portfolio for an annual cost of around 0.5% annually.  This requires a significant amount of time, discipline and knowledge.   The individual using a fee only advisor should be able to get the package of financial advice  and investment allocation/monitoring for under 1.5% annually.  The individual using a full service brokerage will usually end up paying 2% or more for the investment allocation and investment costs, without other financial advice.  I have seen instances where some investment products (usually associated with insurance based investments inside variable annuities) can have a cost exceeding 3% a year.  Make sure you know what you are paying for!

