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Warren Buffett's Single-Best Piece Of Advice

When it comes to investing, you can’t do much better than Warren Buffett. He’s the
financial equivalent of the New York Yankees and the Chicago Cubs (at least the 2016
version).

Although most of us will never come close to Buffett’s record on stockpicking — nor
should we try — we can pick up on nuggets often buried in his annual reports. His latest
report had some gems.
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I’m not going to say that what Buffett has achieved in more than a half century of
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investing is attainable by ordinary mortals. Last year his company’s stock price rose 23%,
which is about double the return of the S&P 500 stock index. That’s incredibly tough to do
in any year. Most of us never come close to that in any year.

But once you read down past the superior results of all the companies Berkshire owns
stakes in — from Apple to Geico — you’ll find advice for the rest of us. In this year’s
report, one had to venture to page 21 to find something really juicy: For most people,
active fund investment management is a losing bet.

First, a little background on why Buffett reached this conclusion. Back in 2005, he made a
bet with an investment manager that:

“Active investment management by professionals – in aggregate – would over a period of
years underperform the returns achieved by rank amateurs who simply sat still. I
explained that the massive fees levied by a variety of “helpers” would leave their clients –
again in aggregate – worse off than if the amateurs simply invested in an unmanaged low-
cost index fund.”

So far, Buffett is winning the bet by a large margin. At the time, Buffett used hedge funds
as a model for active management. These “funds of funds” are vehicles for mostly high
net-worth investors and charge an outrageous 2% annual management fee plus take 20%
of the profits. There are only a handful of managers who justify that kind of compensation.

According to The New York Times, Buffett has been dead-on since 2005: “A standard
S&P index fund overseen by Vanguard is up 85 percent, easily outpacing the hedge
funds’ return of 22 percent. Annually, the gap is just as wide: 7 percent for the index fund
and 2.2 percent for the hedge funds.”

How could a “do-nothing” strategy in a passive basket of big stocks beat most of the
hottest managers on Wall Street? The key is the obnoxious fees that managers rake in,
which devour returns at the expense of investors. That’s the case in most actively
managed funds.

What’s really galling about active management is that fund managers get paid — whether
they beat the market or not. Buffett’s observations express this outrage, which should be
known by every investor who’s paying for performance, but is just getting charged for
nothing.
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“I’m certain that in almost all cases the managers at both levels were honest and
intelligent people,” Buffett writes of active managers. “But the results for their investors
were dismal — really dismal. And, alas, the huge fixed fees charged by all of the [hedge]
funds and funds-of-funds involved — fees that were totally unwarranted by performance
— were such that their managers were showered with compensation over the nine years
that have passed.”

What’s even more telling is that over time, in only one year (2008) did hedge funds beat
the S&P 500, and it was a sour, Pyrrhic victory: Hedgies lost only 30% vs. the S&P loss of
37%. That’s hardly anything to write home about. The rest of the time, the index fund beat
active managers.

Finally, here’s Buffett’s bottom line:

“When trillions of dollars are managed by Wall Streeters charging high fees, it will usually
be the managers who reap outsized profits, not the clients. Both large and small investors
should stick with low-cost index funds.”

How do you best heed Buffett’s advice? In your retirement and investment vehicles, buy
the lowest-cost index funds representing the major stocks and bonds throughout the
world. You can do this with two funds — then leave them alone.

John F. Wasik is the author of  “Lightning Strikes,” “The Debt-Free Degree,” “Keynes’s
Way to Wealth“and 13 other books on innovation, money and life. Follow him on Twitter
and Facebook.  
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