“We’re in a Low Return Environment”:
So What’s An Investor To Do?

Stuart E. Lucas
September 2014

not a percent of profits. As gross profits fall toward zero, high management fees eat up a higher and
higher percentage of profits than low fees. At 4% gross, a 2% management fee takes half the profit; an
index fund’s 0.2% fee takes one-twentieth of profits. At 2% gross profit, the proportions are 100% and
10% respectively. In a low return environment, for that high-fee manager, it’s “heads I win, tails you
lose”. Carried interests add to the manager’s return. If the investment is in a separate account or
limited partnership, many wealthy investors cannot deduct the management fees from taxable profit. In
other words, you pay tax on your gross profits (after carried interests), not your net profits.
I am not making a value judgment about fees. They aren’t going away and some managers deserve
them. We hire low-fee managers. We also hire high-fee managers when our research gives us
confidence that they will add value significantly in excess of their fee. Investors take on an oftenhidden risk with high-fee managers: to justify their fees, these managers may feel pressure to generate
more value added (as measured by alpha) in a low return environment than in a high return
environment. This may lead some managers to expose their portfolios to more risk per unit of expected
return – not out of a perception of opportunity or a sense of prudence, but in response to pressure to
justify their fee. The more you pay a manager, the more discerning and accurate your assessment
should be, especially in a low return environment.
Individual investors’ returns are also affected by taxes. In a low return environment, the impact of
taxes is more straightforward. First, there are no taxes on losses. In fact, under many circumstances the
government shares a portion of the losses and softens the blow. Second, the tax rate on gains depends
on the character of the gain (short-term, long-term, qualified dividends, income) but is essentially
proportionate regardless of the amount of profit an investment generates. 2 Current interest and shortterm capital gains are taxed at higher rates than long-term gains and qualified dividends. Long-term
investments can compound their gains tax-free until they are sold. Because of these differences in tax
rates and timing, the type of investment vehicle and the manager’s investment strategy can have a big
impact on the amount and the timing of taxable income.
The combined effects of fees and taxes in a low return environment can wreak havoc with standard
perceptions of risk and return, especially for taxable investors. Let’s look at an example. Today, low
interest rates are driving investors to look for alternatives to low-risk, low-fee components of their
portfolio that are also generating low returns. For example, an investment grade municipal bond
mutual fund paying, say, a 2% after tax and fee yield may not meet an investor’s return objectives in a
benign interest rate environment and he is concerned about the potential impact of rising interest rates.
So the investor looks to an “absolute return” hedge fund with a 2% management fee and a 20% carried
interest as an alternative. The hedge fund must generate 8% gross profit just to earn the same net
return to the investor as the muni bond fund 3. How much risk do you think the hedge fund has to take
to put 2% in the investor’s pocket? More or less than the muni bond fund? Given the risks, which
investment is more likely to meet the investor’s goal?
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The tax code is graduated based on an individual’s overall level of income, but the top marginal rate or the
alternative minimum tax rate will apply to most people who have substantial investable assets.
3
http://wealthstrategistpartners.com/assets/images/documents/The_50_Percent_Rule_(CFA)_April_2014.pdf
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