QA  Steven Podnos MD CFP

 

Q:  In a previous column, you stated that using mutual fund ratings was of minimal benefit in designing an investment portfolio.  Can you elaborate?

 

A:  Chasing the "best" funds per ratings services is usually a plan with a bad result.  Author Nick Murray recently gave an excellent example.  The mutual fund with the best return for the decade ending December 2009 was the CGM Focus fund.  It returned over 18% a year annualized for the decade.  However, the Morningstar organization reviewed the returns that the average investor in the fund made and found the shocking results of a negative 11% per year!  How could that be?  One explanation is that there was massive buying of the fund after a highly "rated" 2007 performance, only to be followed by a 48% loss in 2008.  This was then followed by massive withdrawals during the next year in which the market recovered vigorously.  Murray's point is crucial-investment outcomes are much more dependent on investor behavior and not the performance of investments chosen.

  This example is almost a cliché in the investment world.  There are many examples of similar fund results and of similar investment behavior.  Knowing how a fund did in the past is virtually never a predictor of how it will do in the future.

   Since all the funds together in the aggregate cannot do “better” than the market as a whole, then there must be a loser for every winner.  In fact, there are many more losers than winners, as the high costs of paying for management, research, advertising, etc. also makes actively managed funds face a headwind when compared to the indexes themselves.

     Investing successfully is not easy.  It requires choosing a diversified and low cost asset allocation.  It requires the discipline to sell when certain investments seem clearly overvalued, and to buy when everyone else is selling.  It requires the discipline to "stay put" amid the clamor of the financial press.  And yes, it requires the discipline to ignore mutual fund ratings.

