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it as drawdown - how much assets decrease 
from the highest value they ever reached.  I 
define risk as the probability of meeting your 
goals. You must adjust your asset mix to that risk 
level or lower. 

The risk that matters is the total risk of your 
portfolio of all your assets, not the risk of any 
individual asset or account.   

Risk changes over time.  Hence, monitor the 
risk of your portfolio monthly or quarterly. 

Mutual funds have lower risks than individual 
stocks because they are diversified. When one 
stock goes down, hopefully another goes up. 

Index funds typically have low risks actively 
managed funds, 
since they are often 
about as diversified 
as you can get in an 
asset class. The 
Fidelity Large Cap 
had recently a 
RiskGrade of 55, 
17% higher than the 
Vanguard S&P 500 
at 47. 

Bonds generally 
have lower risk than 
stocks.  But they 
have considerable 
risk.  In the past 
bonds have had 
annual losses of as 
much as 22% in a 
single year.  However, a bond generally pays the 
agreed upon interest until maturity and returns 
the principal at that time.  The nominal cash flow 
is not reduced; however purchasing power is.  
5. Returns 

Return is the increase in purchasing power of 
your portfolio after expenses and current or 
potential tax liability.  Notice I measure return in 
terms of purchasing power after expenses and  
taxes, not in terms of increase in portfolio value.  

The table compares the return of an S&P 
index fund with the average of all funds.  Both 
had a gross return of 12.5%/yr.  However, 
actively managed funds have generally much 
higher fees and have usually higher distributions 
leading to higher taxes.  The net result is 
shareholders of an actively managed fund get 

only about 1/3 of the profit of the index fund 
holder in a taxable account (see table).and 52% 
in a tax deferred or tax free account.  

This large difference in wealth is due to 
compounding.  A small difference in return 
makes a large difference in wealth over the 
years. 
6. Large Funds 

A well performing fund attracts money.  The 
fund may have had a good idea, but as it grows 
larger actively managed funds are generally 
unable to find enough stocks to execute their 
initial idea.  As the funds get larger, their returns 
decrease.  This is in part due to the shrinking 

universe of 
stocks 
available for 
purchase.  
Typically 
fund 
managers 
will not buy 
more than 
2% of 
outstanding 
shares.  
Funds do not 
want to hold 
over 3% of 
many stocks 
to insure 
diversification
Thus a 1 

Billion $ fund can select holdings from about 
2,200 stocks, a 5 billion fund from 800, and a 20 
billion fund from only 400. Also trading costs 
increase with a trade’s percentage of day’s 
volume. 

The curse of giant funds can easily be seen 
in the performance Fidelity Magellan and in the 
Legg Mason Value Funds.  The performance of 
the stars of yesterday declined as their size 
increased to giant amounts. 
7. Reversion to the Mean 

Returns reverse to the mean.  For example 
funds in the top quartile in the 70s exceeded the 
S&P by 4.8% but trailed the index in the 80s by 
5.8%; conversely funds in the bottom quartile in 
the 70s trailed the S&P by 4.1% but exceeded 
the index by 2.3% in the 80s. 

Average Fund vs. S&P 500 Index Fund 1980-2005  
Return and Profit on $10,000  

      

  

S&P 500 Index 
Fund Avg. Fund 

Fund% 
of 

Index 

  Rate 
Profit on 
$10000 Rate 

Profit on 
$10000 Return

Gross Returns 12.5%
 $     

203,779  12.5%
 $      

203,779  100% 
Fund Expenses -0.2%  -2.5%    

Pretax Returns 12.3%
 $     

194,114  10.0%
 $      

109,182  56% 
Taxes -0.6%  -1.8%    
After-tax 
Returns 11.7%

 $     
167,575  8.2% 

 $        
67,608  40% 

Inflation -3.3%  -3.3%    

Real Returns 8.4% 
 $       

71,426  4.9% 
 $        

24,687  35% 
Not included 0.6% survivor bias for active funds   
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