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Oakmark's Nygren cited his light weighting of hot Apple shares and
heavy holdings of underperforming financials, but said his record
should be judged over time. “Very short-term performance
comparisons, good or bad, may bear lttle resemblance to long term
results,” he said.

Shares of Apple, the world’s most valuable publicly traded company,
are up 48% year to date. As of Sept. 30, Apple stock made up 1.75%
of Oakmarks assets, compared with 3.69% of the SPDR S&P 500
ETF.

Investors added $3.9 billion to Nygren’s fund through Nov. 19,
Lipper said.

still, some managers risk losing their faithful.

“We have been very much believers in active management, but a
number of our active managers have let us down this year, and we
are rethinking our strategy,” said Martin Hopkins, president of an
investment management firm in Annapolis, Md. that has $4 million
in the Yackman Fund.

Derek Holman of EP Wealth Advisors, in Torrance, Calif,, which
‘manages about $1.8 billion, said his firm recently moved $130
‘million from a pair of active large cap funds into ETFs, saying it
would save clients about $650,000 in fees per year.

Holman said his firm still uses active funds for areas like small-cap
investing, but it s getting harder for fund managers to gain special

insights about large companies.

For those managers, he said, “its getting harder to stand out.” W
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The S&P 500 will soon be overtaken by its children, at least in terms of Investment
trading volume. Bloomberg News tells us this in the article entitled 'ETFs www breitlingoilandgas.cor
Poised To Exceed Trade in S&P 500 As Spiders Beat Apple'. Gold Could Hit $10
What Are The Banks Tt
Combined dollar volume in SPDR S&P 500 (SPY), iShares S&P 500 Index This Free Secret Repor

Fund (IVV), and Vanguard S&P 500 ETF (VOO) averaged $28 billion a day USMoneyReserve.com
9 Best Stocks to Oy

in the past year. This is only slightly less than trading in the index's Here's a list of recomm
constituent stocks. If current trends continue, S&P 500 ETFs will soon be top analysts agree on
more popular than S&P 500 stocks. And these are only three of the 20 ETFs M"m
included in the Large Cap Blend category of the ETF Field Guide. Add in the %
rest, and there's a good chance ETF trading already surpasses that of the stay tiny for long
underlying stocks. www.kstreetfinancial.com

The motivation seems to be trading convenience. The indexed ETFs are the f
easiest and quickest way to get broad market exposure. If no such vehicles In focus
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existed, the goal could be achieved only with baskets of individual stocks.
That method is far more expensive and requires far more capital, so smaller
institutions and individual investors would be left out - as they were prior
to S&P 500 funds.

To look at it another way: if all other factors could be held constant, S&P
500 stocks like Apple (AAPL) and ExxonMobil (XOM) would need an
additional $28 billion in daily trading value to overcome the absence of
ETFs. Clearly, ETFs matter to the markets.

ETF convenience also has a dark side. High frequency algorithmic trading
systems occasionally run wild, with the recent incident at Knight Trading
only the most recent example. Such trading was not necessarily enabled by
ETFs, but is certainly related. The growth trend for ETF shows no sign of
slowing, and its impact on market functioning continues to evolve. Even
stock investors who never use ETFs need to keep their eyes open.

Disclosure: Long AAPL. No positions in any of the companies or ETF
sponsors mentioned. No income, revenue, or other compensation (either
directly or indirectly) received from, or on behalf of, any of the companies
or ETF sponsors mentioned.
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Financial crisis ushers in 'The Age of Safety' for
investors
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NEW YORK — Americans' risk-taking DNA code has been short-circuited.

Investing used to be about taking risk to make money. Then
came the financial crisis four years ago and the Great
Recession. Now it's more about playing it safe — and not
losing the money you already have. The "risk-off" trade, or
dialing down risk in a major way, is the new "in thing."

Risk aversion is at unprecedented levels. Cash, which
guarantees a return of 0%, is one of the new must-have
investments. In contrast, investing in stocks — despite the
fact that the market has doubled in value since March 2009,

Thinkstock

is trading at four-year highs and is up 12% this year — has
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Mortgage LendGo.com Since then, you have had the creeping realization that it is a

Buyalinkhere  more dangerous world," says Peter Crane, president of Fallovivson
Crane Data, a firm that tracks money market cash flows

"Then the 2008 financial crisis drove home the point that it is a much more dangerous financial m W

world. Both businesses and individuals realize they need larger cash war chests."

For the latest Money news, follow USATODAYMONEY

As a result, he says, cash is viewed as the only true safe harbor. O Tortor

There's no shortage of statistics that scream "safety”

MONEY
«Cash hoarding. A record $9.43 trilion — enough cash to buy 120 of the biggest companies in
the Standard & Poor's 500-stock index — is now sitting in money market mutual funds, bank
savings accounts and CDs, according to Crane Data

But all that cash isn't making anyone rich
Dow’s ups and downs

"The rate of return is effectively zero,” Crane says. "How
16,000 much of the $9 trillon is scared money is arguable. But the -
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12,000
10,000 Getting no return, however, has not stopped Bruce Tepper,
8,000 | 67, and his 66-year-old wife, Nancy, from squirreling away
6,000 e
0102030405 06070809 101112 excess cash in a money market checking account. "It's
Dow Jones industial average since earning next to nothing, but the money s accessible,” he J
2000 says

*Rich retrenching. Even the richest of the rich, the One
Percent, are thinking defense first, according to "The 2012 Survey of Affluence and Wealth in
America” from American Express Publishing and Harrison Group. One Percenters put 56% of
their free cash into savings and money market accounts last quarter, up from 24% in 2007. In
contrast, they are investing only 44% in financial markets, down from 76% five years ago

"Their speculative impulse is way, way down," says Harrison Group Vice Chairman Jim Taylor,
adding that the mega-rich now equate the stock market with "real risk."

*Mom and pop selling.Main Street investors have been lightening up on stocks since the
financial crisis. In the four years ending 2011, individual investors yanked more than $395 billion
out of stock mutual funds, according to the Investment Company Institute. In contrast, more than
$775 billion has been funneled into the perceived safety of mutual funds that invest in bonds.
(Mutual funds that invest solely in U.S. stocks have seen outflows six straight years.) That trend
of selling stock funds and buying bond funds has continued in 2012
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One Wall Street pro blames the exodus from stocks on the boom-bust, boom-bust roller-coaster
ride investors have been on i recent years.

"American investors' appetite for risk has been beaten out of them by market volatilty.” says
Walter Zimmermann, chief technical analyst at United-ICAP. He says siting on bigger cash
reserves is both "rational and warranted" so that people and businesses wil be able to access
much-needed funds on short notice if another severe credit crunch like the one in 2008
surfaces

Martin Blank, 69, of Lake Worth, Fla., got out of the stock market after stock exchange
computers went haywire in May 2010, causing the "flash crash.” He used to own blue-chip
names such as Procter & Gamble. But now he has 100% of his money in A-rated municipal
bonds that deliver the monthly income stream he and his wife, Linda, need to fund their
retirement. "l lost confidence in the system,” Blank says

In an attempt to sidestep market volatility, Ron McElhaney, Jr., a 48-year-old married executive
recruiter with four kids from Savannah, Ga., says he doesn't invest in individual stocks anymore.
He also says he's watching every dime. "Splurging is ordering take-out food once a week.” he
says

Signs of shifting strategy

The ongoing flight from stock funds runs afoul of the historical relationship between stock market
returns and fund flows. Historically, cash has chased returns. But this time not even the S&P
500's 108% gain since the bull market began in March 2009 has been enough to lure jittery
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TVesTors back in.

Investors' overall exposure to stocks has also declined. The percentage of 401(k) investors in
their 50s, for example, who have more than 80% of their account balances riding on stocks has
dropped by almost half to 26% since 2000.

The preference for less risk is also evident in the recent gravitation toward big, established
companies that pay out a chunk of their profits to investors in the form of dividends.

Michael Rethman, a marketing consultant from Honolulu, has loaded up on dividend-paying

stocks such as cigarette maker Philip Morris, drug companies such as Pfizer and Johnson &

Johnson, and toothpaste maker Colgate-Palmolive. Those stocks offer annual yields ranging

from 2.4% to almost 5%. Dividend-payers are part of his "play-it-safe” trades, which also J
include investments in gold as well as income-generating deferred annuities that pay about 5%

in annual interest

The quest for safety is also illustrated by investors' willngness to buy 10-year U.S. government
bonds that, when adjusted for inflation, actually have negative yields. Some investors are so
committed to making sure they get their inifial capital investment back that they are willing to lose
money to do so. "Is there anything more risk-averse than this?" asks Jeremy Siegel, a professor
of finance at the Wharton School at the University of Pennsyivania.

Numbers also provide evidence of risk aversion, says Don Luskin, chief investment officer at
Trend Macrolytics. Apple, he points out, is the world's most valuable company, with world-
transforming products and super earnings. Yet it is selling at just a slight valuation premium to
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the broad market. Investors are also piling into 10-year government bonds and are earning just
1.6% on their money, less than the core inflation rate of 2.1%. Similarly, analysts' profit
estimates for S&P 500 companies are at an al-time high, et the price-earnings ratio for the
broad market is roughly 13, which is about where it was at the market trough in March 2009

"This tells you that investors are as scared as they were at the bottom of one of the worst bear
markets in history," says Luskin

The play-it-safe trend is best summed up by an investor poll conducted in August by TD
Ameritrade: One out of three investors said they had taken on less risk over the past six months.

Where the fear came from

Why is safety in vogue? J

"Better to be safe than sorry: it is as simple as that,” sums up Sung Won Sohn, an economics
professor at California State University.

The disconnect between investors' perception of the stock market and how it is actually
performing has sparked a debate as to whether the era of risk-taking is over.

"Animal spirits (or the confidence to take risk) may come back, but there is no guarantee that
they will," says Gregory Whiteley, a portfolio manager at DoubleLine Capital. "This type of risk-
averse behavior is not easy to change. Its kind of a learned behavior that becomes ingrained.”

The origin of the fear is now well known. A pair of 50% stock market drops in the 2000s. A real
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estate crash. Falling wages. Sinking confidence. And a severe recession that has cost millions
of Americans their jobs.

The financial hit has been huge. The median wealth of U.S. families fell by a median 38.8% over
the 2007-2010 period, according to the Federal Reserve's latest Survey of Consumer Finances

Feuwer jobs. Smaller paychecks. Less wealth. That dismal equation does not add up to a swing-
for-the-fences investment mentality, says Charles Biderman, CEO of TrimTabs Investment
Research

"People ... are not willing to take as much risk," says Biderman.

Uncertainty about the current state of the global economy also has given investors a fresh case
of the jitters. Europe's debt crisis has still not been resolved, and many European countries are
already in recession. China's economy has slowed suddenly, boosting fears of a more acute

global slowdown. And the U.S. is facing a fiscal crisis of its own if lawmakers don't extend the
Bush-era tax cuts or if they cut government spending too much too fast in an effort to reduce the J

deficit.

Computer-created stock market mayhem in recent years hasn't exactly boosted investor trust in
the market, either. The flash crash in 2010 and the snafu at the Nasdaq stock market during
Facebook's botched May 18 IPO have also given investors pause

Ironically, playing it safe has not been a winning investment strategy the past few years, says
Thorne Perkin, managing director at Papamarkou Weliner, an asset management firm that

DT @ ntenet 7
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caters to wealthy clients and institutional investors

"Since 2008, the cash trade has been the pain trade,” Perkin says. The pain has been watching
cash balances stay the same due to 0% interest rates while the stock market has doubled. Yet,
even the wealthy clientele his firm caters to have raised their cash positions to anywhere from
20% to 40% of assets, he estimates

The problem? "Everybody seems perplexed as to why the markets have been so buoyant,”
Perkin says. "With ll the bad news overhanging the market, people have been left scratching
their heads.”

That uncertainty keeps investors cautious and on the sidelines.
Risk-taking will return
So s the era of investors swinging for the fences in search of big profits over?

"The age of risk-taking is not over, nor should it be. America was built on taking risks,” says
Anthony Sabino, a law and finance professor at St. John's University.

But Americans, Sabino says, must start taking more intelligent risks. "We should have learned
that assuming real estate always goes up, that IPOs always flourish and that those promised
double-digit returns are real — and not a Ponzi scheme — are foolish, foolish risks," he says.

So what will give investors the confidence to take chances with their money again?
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Confidence in the future, mainly in the form of jobs and better pay, will provide a new foundation
for investors to start building wealth again, Biderman says. "When you are making money,
things are good,” he says.

Perkin says risk-taking will return when individuals are done paying off debt and when investing
gets back to basics such as valuing companies on their business fundamentals rather than
worrying about whether Europe will implode or how the next government intervention in markets
will affect asset prices

Investors will return to the stock market when they realize playing it safe is keeping them from
reaching their financial goals, says Timothy Fidler, a portfolio manager at Ariel Investments

"Right now, people are reaching for safety," says Fidler. "Eventually people will need to reach
for return again.”
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By MATT JARZEMSKY And CHRIS DIETERICH

When midsize stocks retreated as their large and small counterparts rose Monday, traders
scratched their heads about the unusual activity. The culprit, traders later surmised, was heavy
selling in two exchange-traded funds—underscoring the rising influence such funds have on
the market

—) Symantec

"The tail was wagging the dog. The midcap weakness was driven by the ETF flow,” said Jenkins

Marshall, managing director of equities sales and trading at Knight Capital Group Inc
KCG-1.11%

Despite gains in both large and small-cap indexes, the Standard & Poor's index of 400 mid- Available to WSJ.com Subscribers
capitalization stocks shed 0.5% Monday. It was just the fifth session in the past five years when
the S&P's large- and small-cap indexes have risen while the midcap benchmark fell, according
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to FactSet. The last time that occurred was Jan. 20.

The Standard & Poor's index of 400 midcap stocks struggled out of the gate Monday, swinging
between gains and losses before heading firmly into negative territory around noon EDT. The
performance mirrored that of two exchange-traded funds that sold off on heavy volume
throughout the day, with each setting a record for the number of shares traded in one session

The extraordinary volume in the two funds, which included a handful of single transactions
worth close to $150 milion each, convinced some market observers they had spotted a case
where large ETF trades were influencing the underlying securities, as opposed to the other way
around

ETFs normally trade in tandem with their component stocks; sophisticated traders watch for
discrepancies between a fund's value and that of its components and seek to profit by closing
the gaps

By contrast, market observers said Monday's weakness in midcap stocks was likely due at least
in part to brokers seling S&P 400 components as they handled big sales of two ETFs: the
iShares S&P 400 MidCap Index Fund, which tracks the index, and the ProShares Uttra MidCap
400, which is designed to double the benchmark's daily move. Brokers who make a market in
ETFs stand ready to take the other side of clients' trades, and they often buy or sel the
underlying securities to offset positions.

A handful of afternoon frades underlined the pressure the selling put on the market. At 2:02
p.m. EDT, a trade for 1.5 million shares of the iShares S&P 400 MidCap Index Fund—a single
transaction that exceeded the fund's average daily volume over the 30 days before Monday—hit
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the tape at $98.52, 0.2% lower than the ETF's previous closing price. Three more trades of at
least 1.5 million shares hit the tape within the hour, each helping to keep the ETF in negative
territory. The largest transaction of the day saw $163 million change hands

In another sign that the midcap weakness was tied to the ETF activity, trading volume in S&P
400 stocks Monday was about $2.8 billion higher than the 20-day average. That figure nearly
matched the day's dollar volume in the two ETFs, according to analysts at Credit Suisse's
CSGN VX +0.43% | trading strategy group.

"It seems like somebody's selling mid- and buying large-caps,” Frank Ingarra, head trader at
NorthCoast Asset Management, said as the activity unfolded. Mr. Ingarra said a large
institutional investor was likely responsible for at least part of the volume, though that isn't
certain because the identity of who made the trades isn't public

Representatives for ProShares and iShares, a unit of BlackRock Inc_, | BLK +2 48% | couldn't

immediately comment

The action shows how ETFs, well-known to individual investors looking for equity-index
exposure at a low cost, can also play a role in large, market-moving buying and selling

"To me, the most amazing thing in allthis is it just shows the dominance of ETFs as the asset
class of choice to get your exposure to equities,” Knight's Mr. Marshall said

In another indication of the activity rippling through the market, the iShares midcap fund lost

$899.3 million worth of assets Monday, sharply more than any other ETF, according to XTF, a
mrket-data provider. Some of the outfows mey have resuited from ETF market makers trading
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in units of the product for the underlying shares, a step brokers use to manage their risk after
facilitating an ETF sale

Meanwhile, volume in individual stocks in the index surged. Executive-search firm Korn/Ferry
International | KFY -2.14% | and railroad operator Genesee & Wyoming Inc. | GWR +0.04% | were
among stocks in the midcap fund whose volume was more than eight times the 30-day average

Not all of Monday's action can be attributed to an ETF-influenced anomaly. Monday's trend also
shines a light on the relative underperformance of midcap stocks in recent weeks. The S&P
400 MidCap index, which tracks stocks such as Vertex Pharmaceuticals Inc. [VRTX +0.84%
and Equinix Inc., [EQIX +0.07% | has trailed both its small- and large-cap counterparts over the
past month

On Monday, the Standard & Poor's 500-share index, which represents larger companies,
added 0.3% gain, and the S&P's index of 600 small-capitalization stocks advanced 0.4%

"You definitely get a sense that there's a rotation" away from midcap stocks, said Rick Fier,
director of equity trading at Conifer Securities.

Write to Matt Jarzemsky at matthew jarzemsky@dowjones.com and Chris Dieterich at
chris dieterich@dowjones.com
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Rich Choose ETF Over Buffett’s Berkshire inIndexing
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U.S. millionaires would rather match the stock market
through an exchange-traded index fund than try to beat
it using higher-fee hedge funds or billionaire Warren
Buffett’s holding company Berkshire (4) Hathaway Inc.

Morefrom
Businessweek

Helping Businesses and Banks
Hook Up

ABank CEO Thiives Far From
Wall Street

The SPDR S&P 500 ETF Trust (SPY) surged to the No. 2
stock pick in an annual survey of the Tiger 21 investing
network’s members scheduled to be released today. The
security, which tracks the Standard & Poor’s 500 Index
(SPX) and is offered by Boston-based State Street Corp.
(STT), followed No. 1-ranked Apple Inc. and beat No. 3
Berkshire Hathaway after failing to make the top 10 last
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effective to do it through ETFs.”

Index and exchange-traded funds as a group were a
‘more popular vehicle than equity hedge funds and mutual
funds at Tiger 21, a peer group of 202 entrepreneurs,
inventors and executives who each have at least $10
‘million in investable assets and collectively manage $19
billion. Twenty-three percent of members said the
generally passive securities, which offer low fees while
sacrificing the chance to outperform benchmarks, are
their preferred way of equity investing, compared with

19 percent in 2011. Hedge funds fell to 21 percent from
27 percent.

Individual stock picking, still the No. 1 method for
participating in equity markets, dropped 7 percentage
points to 43 percent. Mutual funds were favored by 13
percent.

Real Estate
Most of Tiger 21’s members have created their own

wealth rather than inheriting it, Sonnenfeldt said.
Members meet monthly across the U.S. and Canada to
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fees of $30,000.

Atypical member has 23 percent of assets in real estate,
22 percent in stocks, 15 percent in private equity, 13
percent each in fixed income and cash, 10 percent in
VWO hedge funds and 1 percent in commodities, according to

VANGUARD 1SCI EHERGING the survey.
HARKETS ETF

$41.84USD 0.41 098%

“Members have crept, crawled and walked back to the
Kinds of investment portfolios they had before 2008,
Market data is delayed at least Sonnenfeldt said. “They still are holding high levels of
FEN. cash but the other areas such as gold and commodities -

that were seen as safety valves for the unexpected -
people have been giving up a bit.”

CompanyLookup

The shift toward ETFs and index funds shows that
‘members see the market stabilizing and acting more
‘normal, Sonnenfeldt said. ETFs are usually linked to
indexes and trade like stocks.

Lower Fees

U.S.-domiciled ETFs returned 7.4 percent on average this
vear through Sept. 20. according to Chicago-based
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Tesearcher 3 l\lomngstar Tnc. (\wm\j T'hev charge an
average 0.6 percent annual fee compared with 1.2
percent for the typical mutual fund, Morningstar data
show.

Assets in the SPDR S&P 500 ETF totaled $108 billion as.
of Oct. 24, according to data compiled by Bloomberg. The
ETF rose 14 percent (SPY) this year through yesterday,
including dividends, almost identical to the S&P 500
Index, Bloomberg data show.

“For most Tiger 21 members the SPDR ETF is an easy
access to the broad market exposure,” said Greg Rogers,
amember of the group since 2005, and founder and
‘managing partner of Greenwich, Connecticut-based
RayLign Advisory LLC. Rogers, who has 15 percent of his
assets in ETFs, doesn’t own the SPDR S&P 500. The 46~
year-old uses the securities for access to markets such as
emerging economies.

The disappointing performance of some alternative
strategies in the past five years has turned members’
attention to investments that are more liquid, easier to
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The disappointing performance of some alternative
strategies in the past five years has turned members’
attention to investments that are more liquid, easier to
understand and transparent, Rogers said in an interview.
He's reduced his holdings in long-short equity hedge
funds since the financial crisis, and now has about 15
percent to 20 percent of his assets allocated to them.

Apple Adoration

Apple (AAPL) was the top stock pick for the second
straight year. Shares of the Cupertino, California-based
company gained 51 percent in 2012.

“It's one of the few situations where people get to use a
company’s products every day and see the most
extraordinary momentum of a company in our lifetime,”
Sonnenfeldt said of Apple. At least three-quarters of
Tiger 21 members have iPhones and most have iPads.
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Morefrom Shares of Omaha, Nebraska-based Berkshire, the
Businessweek ‘millionaires’ No. 1 stock pick two years ago, gained 14

percent this year. The stock trailed (2FA) the advance of
the S&P 500 Index in five of the past 10 years, according
to data compiled by Bloomberg.

Helping Businesses and Banks
Hook Up

ABank CEO Thiives Far From

Wall Street Core Positions

Why Women Eam Less Than
Men a Year Out of School

Berkshire surged in its first 25 years under Buffett as the
investor transformed a textile maker into an insurer and
placed winning bets on stocks such as Capital Cities/ABC
Inc. and Coca- Cola Co. (KO) Growth slowed in the last 15
years as the billionaire directed the company’s earnings
toward takeovers in industries such as machine tools,

Q&A: Babson's Mary Gentile on
MBASs and Ethics

MBA Class Size:Is Bigger

Better?
power production and railroads.
‘Companies Mentioned
A “We like the structure of ETFs with the low cost and tax

efficiency,” said Greg Peterson, director of investment
research at Ballentine Partners LLC, based in Waltham,
Massachusetts. The multifamily office, whose clients
usually have a net worth of $50 million to $150 million,
has used ETFs such as the Vanguard S&P 500 ETF
(V0O) and the Vanguard MSCI Emerging Markets ETF
(VIWO) to build core positions in markets and revlaced
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‘many active mutual funds with them.

‘The biggest change in Tiger 21 members’ asset allocation
was in private equity, which rose to a record 15 percent
from 10 percent in 2011, Sonnenfeldt said. Much of the
growth was via direct investments in startups, private
companies or personal businesses rather than through

funds, he said.

Golub, Elliott

A separate study released Oct. 18 by the Wharton Global
Family Alliance, a unit of the University of Pennsylvania’s
Wharton School, found that so-called single-family offices

also increased their direct allocations to private

companies and real estate. The firms, which generally
‘manage the financial affairs of one family clan with at
least $100 million, reported an average 11 percent of
their holdings in direct investments last year compared

with 6 percent in 2000.

Tiger 21s survey was based on responses from 74
‘members collected in May, June and July.
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Members listed New York-based Golub Capital Inc.,
which specializes in debt-oriented investments, and
Elliott Management Corp., the New York-based hedge
fund founded by billionaire Paul Singer, as two of their
favorite investment managers. Both firms have been
among the top-ranked since the survey started.

VWO

VANGUARD 1SCI EHERGING
HARKETS ETF

$41.84USD 0.41 098%

Warket data s delayed at east
15 minutes. Investors looking at ETFs should be aware that not all of
them track well-defined, diversified indexes, and they
should research how each security is structured before

buying, said Peterson of Ballentine Partners.
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particular index and trade like a stock on an exchange — had a mutual funds

banner year in 2012, with investors pouring in a record $188
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IndexUniverse. |
* New funds make it easier to
“It was the best year ETFs ever had,” IndexUniverse’s director of target Chinese industries
research, Dave Nadig, told the Daily News.

* Over long term, dividend
stocks earn their chops

Overall, total ETF assets ended the year at nearly $1.349 trillion,
27% higher than the $1.062 trillion reached in 2011 and two and | , Inform
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assets reflects the rise in global stocks, including the Dow’s 7.3% jump in 2012.
Investors are increasingly warming to the pluses of ETFs.

Because they are passively managed, they generally have lower management expenses than
mutual funds.

“There are exceptions to the rule, but on average most ETFs are extremely inexpensive,” Nadig said.

Unlike mutual funds which are priced once a day at the end of the trading day, ETFs trade
throughout the day like stocks, making them a more flexible option.

And ETFs are considered more tax efficient than mutual funds, because they rarely distribute capital
gains, saving investors on their tax bill.

That became especially important last year, as investors fretted about the implications of the fiscal
cliff, Nadig said.

The ETF champ of 2012 was the SPDR S&P 500 (ticker symbol: SPY). The biggest ETF in the
world, the SPY, which tracks the S&P 500, pulled in the most — $15.77 billion, or more than 8% of
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The ETF champ of 2012 was the SPDR S&P 500 (ticker symbol: SPY). The biggest ETF in the
world, the SPY, which tracks the S&P 500, pulled in the most — $15.77 billion, or more than 8% of
the total ETF asset haul.

“People are getting back into the stock market,” said Olly Ludwig, managing editor of
IndexUniverse.com. “Equities are clearly coming back into favor.”

The growing popularity of ETFs has created a bumper crop: There are now some 1,400 on the
market tracking everything from gold prices to emerging markets.

But while ETFs might have some advantages over mutual funds, you should still understand what
you are buying and be aware of the risks, Nadig advised.

pfurman@nydailynews.com
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Vanguard has preserved a reputation as the lowest-cost provider of investment options

since John Bogle founded the company
motivated by profit.

in 1974, operating on an at-cost basis in a world

Forty years later, Vanguard is dominates the mutual fund industry, while the 84-year-old serves as president of Bogle
Financial Markets Research Center, housed on Vanguard's campus and often described as his personal think tank. He
sat down with Financial Planning over PB&Js, his lunch of choice, to discuss the proliferation of indexes, the growth of
ETFs and the role of independent advisors. Below is an edited version of the conversation.
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People are wising up. Advisors are using index funds much more often. And there's an interesting sub-trend: About
half of the growth of indexes are in ETFs.
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The problem with ETFs is that they are traded like a fury. The slogan for the first ETF was, "Now you can trade the
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Why don't more money management companies follow Vanguard's model?

Because they want to make money for themselves and for their owners. Forty of the 50 largest mutual fund companies
are either publicly owned or owned by financial conglomerates. And when they come into this business, they are
seeking what every capitalist firm seeks - to increase the return of their own capital.

Why does Vanguard's strategy work?

DEC 30

You have to understand that when | created Vanguard's mutual structure back in 1974, | had no idea it would grow this Q: What are some of the key fiduciary challe
large. If we weren't the low-cost provider, we certainly wouldn't be anywhere near $2 trillion. And we'd probably have 401(k) plan sponsors face and how can finan
more competition on the index front. professionals help?

The low-cost provider will win in this business, because most firms don't really want to be the low-cost provider. - - -

N THE INTERACTIVE Q&
Given the proliferation of indexes, how should advisors weigh various index funds against each other?
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Is Index Investing Really Hurting the Stock Market? A

The New Yorker suggests that passive investing is creating a ‘bubble machine.’ But a pundit begs to differ.
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By JOHN KIMELMAN
Updated k 2

s4pm ET

Some fresh performance data underscore why index investing has caught fire with so
many investors.

Last year, according to S&P Dow Jones Indices, 66.11% of large-cap managers,
56.81% of mid-cap managers, and 72.2% of small-cap managers underperformed the
S&P 500, the S&P MidCap 4008 , and the S&P SmallCap 600® , respectively, after
factoring in management fees.

“The figures are equally unfavorable when viewed over longer-term investment
horizons,” writes Aye M. Soe, a senior director with S&P Dow Jones Indices.” Over the
five-year period, 84.15% of large-cap managers, 76.69% of mid-cap managers, and
90.13% of small-cap managers lagged their respective benchmarks,” she writes . (One
can only imagine what the comparisons would look like if the load or sales charges of
active managers were factored in.)

Numbers like this help explain why a second Wall Street has emerged in Malver, Pa.,
a suburb of Philadelphia and home of Vanguard Group, one of the largest asset
managers in the world because of its early focus on passive investment vehicles.

But while it's a hard sell to effectively dispute the performance benefits of passive
investment, a growing chorus of alpha investors and journalists see long-term dangers.
to both the markets and the broader economy because of all this passive investing

In January, this column referred to a shareholder letter from hedge-fund manager Bill
Ackman that was critical of market-weighted indexes for creating pools of overvalued
assets, among other sins. An article this week in the New Yorker builds on this concem.

The New Yorker “It stands to reason that beyond some

threshold, a market that has more passive
s Passive Investment Hurtng the Economy? than active investors will behave
differently than markets have in the past,”
m wiites James Ledbetter, the editor of Inc.
magazine and Inc.com who contributed
this article for the New Yorker. “One way
to think about this is to imagine that investment decisions are increasingly on autopilot
more and more money will pour into a set of firns largely independent of the
considerations that have traditionally guided investors, such as supply, demand,
management performance, growth potential, or broader economic factors.” B
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| think it's gone much too far. Most of them are not worth the powder to blow them to hell. | think there are 1,500 ETFs VIEW PAST

) ) R Current Issue
in the U.S. There are 1,450 out of 1,500 that | just wouldn't touch because they're not diversified enough. Or they have

some huge speculative twist to them. The March Issue is now on

g SUBSCRIBE NOW
g VIEW DIGITAL EDITION

There are a bunch of those narrow market segments - particularly in international markets, which | think are risky in a
way the U.S. is not. One of the early ETFs was called Emerging Cancer. | wrote about it in a Wall Street Journal op-ed
and | got a nasty letter from the company. But the Emerging Cancer ETF is now gone. The fact that it was dealing with

cancer research and genetics was just too narrow. V\g‘éArT A?[‘)’E(?V'\‘Is ’/‘\[‘;;')bhs

What big trends do you see in the advisor world?

We now have a sweeping trend toward advisory fees. There are wirehouse people who are on commission, and then
you've got the RIAs who are doing both commissions and fees - which is a very difficult split to maintain. | have the
most confidence in fee-only advisors, because | think they have a better sense of fiduciary duty than the people whose
duty it is to sell the day's merchandise.
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Do investors really need advisors?

Some do. Not that the advisor can help clients with trading - there's no reason why an advisor is a better trader than a
client, or a worse one.

| was out in the Midwest many years ago speaking to a group of advisors and | was telling them about the magic of a
65/35 portfolio. One came up to me after the speech and said: "Look, | know you're right, but | have this client: He
comes in and | told him to do a 65/35 portfolio. A year later, the client said, 'It looks pretty good. What should | do
now?' | told him to do nothing. The client comes in a year later and said, 'l haven't done anything for two years now,
there must be something | should do.’ So | said, 'Nope, do nothing.' Eventually the client says: "What do | need you
for?™

| told the advisor that the reason the client needs him is to keep him from doing anything. Maybe it's not worth 1% a
year in fees, but maybe it is.

Are advisors getting paid too much?
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Are advisors getting paid too much?

We have to think very much about it. A fee of 1% is said to be typical. If you think about the return on stocks in the next
10 years, you're going to be looking at maybe 7%. Dividend yield is known - about 2% today. | expect that will grow Worklng Smal‘ler.'
over time. The other component of investment return is earnings growth, which | think could be about 5% per year over Understanding The

RIA Model

the coming decade.

So a reasonable expectation for stock market returns over the coming decade is 7%. Then take out likely inflation.

Let's say we hold it at 2% or 3% - so now we're down to 4% return. Mutual fund expenses run about 2% per year for
actively managed funds. That's another 2%. So now if you think about taxes, because mutual funds are extremely tax ) Download PDF

inefficient, take away another 1%. That gets you down to 1%, and the advisor consumes the rest of your return.

Al LPL Financial

Paula Vasan is a senior editor of Financial Planning. Follow her on Twitter at @paulavasan. n TWITTER| FACEBOOK]| LINKE
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and gets more valuable” and Keeps goig up.

“O'Neill fears that the result will be a ‘bubble machine'—a winner-take-all system that
inflates already large companies, biind to whether they're actually selling more widgets
or generating bigger profits.” adds Ledbetter. “Such effects already exist today, of
course, but the market is able to rely on active investors to counteract them. The fewer
active investors there are, however, the harder counteraction will be.”

The article does a nice job of citing some of the latest research that supports its basic
view. But does it do justice to the counter-argument?

Not really. if you take a look at rebuttal piece penned by Cullen Roche, the editor of
Pragmatic Capitalism

Pragmatic Capitaliom Roche isn't buying the notion that index

investing is creating a “static market

where the largest market cap firms are

perennial beneficiaries of their established

**** place in the market " thanks to reflexive
and perhaps even mindless investing in
indexes like the S&P 500

Passive Investing lsn't Hurting the Economy

“According to JP Morgan, since 1980 there have been 320 deletions in the S&P 500
due to distress,” Roche writes. “This supposedly ‘passive’ index has actually been quite
active as its members change based on whether they meet the rules-based criteria of
the index. Indeed, as indexing has grown, the number of members leaving the index
has increased. The data clearly doesn't confirm this idea that those firms in an index will
necessarily benefit solely from being a member in a market cap weighted index.”

Roche also suggests that there are enough active investors who are reacting to
eamings and other fundamental indicators to properly set a value for a stock consistent
with s actual outiook.

“For instance, Apple’s corporate performance does not necessarily change because itis
amember of the S&P 500 or any other index nor does its market cap remain elevated
simply because it is a member,” Roche adds. “This is due to the fact that passive
indexers rely on active arbitrageurs to set prices. In other words, passive indexers are
price takers, whereas active traders are price setters. *

Roche concludes: “If Apple reports bad earnings the index might continue to buy
regardless of price, however, the active trader willlikely pull orders completely __. If
Apple’s underlying fundamentals falter we can very much expect it to join the other 320
firms who have fallen out of the S&P 500 due to distress over the last 35 years.”

Of course, Roche’s argument may begin to fall flat if more of those active traders raise
the white fiag and just buy the indexes. But as long as humans have a heartoeat, there
will be investors chasing alpha and institutions dedicated to justifying why it's a worthy
pursuit

E-mail: john.kimelman@barrons.com
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in technology stocks and too
much cash on the sidelines, roughly 85% of active large-cap stock
funds have lagged their benchmark indexes through Nov. 25 this
year, according to an analysis by Lipper, a Thomson Reuters research
unit. It is likely their worst comparative showing in 30 years, Lipper
said.

Some long-term advocates of active management may be turned off
by the results, especially considering the funds’ higher fees. Through
Oct. 31, index stock funds and exchange traded funds have pulled in
$206.2 billion in net deposits.

Actively managed funds, a much larger universe, took in a much
smaller $35.6 billion, sharply down from the $162 billion taken in
during 2013, their first year of net inflows since 2007.

Jeff Tjornehoj, head of Lipper Americas Research, said investors will
have to decide if they have the stomach to stick with active funds in
hopes of better results in the future.

“A year like this sorts out what kind of investor you are,” he said.

Even long time standout managels ].ike Bill Nvglen of the $17.8
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billion Oakmark Fund and Jason Subotky of the $14.2 billion
Yacktman Fund are lagging, at a time when advisers are growing
more focused on fees.

The Oakmark fund, which is up 11.8% this year through Nov. 25,
charges 0.95% of assets in annual fees, compared with 0.09% for the
SPDR S&P 500 exchange traded fund, which mimics the S&P 500
and is up almost 14% this year, according to Morningstar. The
Yacktman fund is up 10.2% over the same period and charges 0.74%
of assets in annual fees.

The pay-for-active-performance camp argues that talented managers
are worth paying for and will beat the market over investment cycles.

Rob Brown, chief investment strategist for United Capital, which has
$11 billion under management and keeps about two thirds of its
mutual fund holdings in active funds, estimates that good managers
can add an extra 1% to returns over time compared with an index-
only strategy.

Indeed, the top active managers have delivered. For example,
$10,000 invested in the Yacktman Fund on Nov. 23, 2004, would
he same amount

have been worth $27,844 on Nov. 25 of this year;
invested in the S&P 500 would be worth $21,649, according to
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Lipper.

Even so, active funds as a group tend to lag broad market indexes,
though this year’s underperformance is extreme. In the rout of 2008,
when the S&P 500 fell 38%, more than half of the active large cap
stock funds had declines that were greater than those of their
benchmarks, Lipper found. The last time when more than half of
active large cap stock managers beat their index was 2009, when the
S&P 500 was up 26%. That year, 55% of these managers beat their
benchmarks.

Worlds Beyond

Unusually Bad Bets

In 2014, some recurring bad market bets were made by various
active managers. Holding too much cash was one.

Yacktman’s Subotky said high stock prices made him skeptical of
buying new shares, leaving him with 17% of the fund’s holdings in
cash while share prices have continued to rise. He cautioned
investors to have patience.

“Our goal is never to capture every last drop of a roaring bull
market,” Subotky said
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