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Market capitalization of major stock Market capitalization of major stock 
exchanges, 2008exchanges, 2008
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U.S. Stock U.S. Stock exchangesexchanges

 Largest: New Largest: New York Stock Exchange (NYSE)York Stock Exchange (NYSE)
•• LLargest argest US US market. 2009: $12 market. 2009: $12 trillion in listed trillion in listed securities, securities, 

daily trading vol. 5 billion shares in 2,800 firmsdaily trading vol. 5 billion shares in 2,800 firms
•• Acquired AMEX in 2008. Cooperates with India and TokyoAcquired AMEX in 2008. Cooperates with India and Tokyo
•• 10 specialist firms 10 specialist firms act as brokers or dealersact as brokers or dealers
•• Move to electronic trading system (Move to electronic trading system (SuperDotSuperDot))

 OverOver--thethe--counter (OTC) dealer marketscounter (OTC) dealer markets
•• US: 35,000 traded securities (mostly pink sheet)US: 35,000 traded securities (mostly pink sheet)
•• NASDAQ NASDAQ –– 3,200 firms, basically electronic market3,200 firms, basically electronic market
•• NASDAQ acquired Sweden’s exchange OMX in 2007NASDAQ acquired Sweden’s exchange OMX in 2007
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 Electronic Communication Networks (ECNs)Electronic Communication Networks (ECNs)
•• Private communication networks directly linking buyers Private communication networks directly linking buyers 

and sellers (and sellers (NasdaqNasdaq Market Center, Market Center, ArcaExArcaEx, BATS,…, BATS,…
•• “Flash trading” (0.00025 seconds!), “naked access” to “Flash trading” (0.00025 seconds!), “naked access” to 

broker’s computer code. 40% of U.S. stockbroker’s computer code. 40% of U.S. stock--trade volumetrade volume
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Other stock exchangesOther stock exchanges
 London Stock ExchangeLondon Stock Exchange

•• Electronic trading system (SETS) similar to an ECNElectronic trading system (SETS) similar to an ECN
•• Less liquid stock trade in a dealer market (SEAQ)Less liquid stock trade in a dealer market (SEAQ)

P h d Mil  SE i  2007P h d Mil  SE i  2007•• Purchased Milan SE in 2007Purchased Milan SE in 2007
•• Daily trading volume in 2008: 3.3 billion sharesDaily trading volume in 2008: 3.3 billion shares

 EuronextEuronext
•• ParisParis--AmsterdamAmsterdam--Brussels merger in 2000Brussels merger in 2000
•• Merged with NYSE Group in 2007Merged with NYSE Group in 2007
•• Electronic trading system (NSC)Electronic trading system (NSC)

2008 dail  t ading ol me 550 million sha es2008 dail  t ading ol me 550 million sha es•• 2008 daily trading volume 550 million shares2008 daily trading volume 550 million shares
•• CrossCross--trading agreements with Helsinki/Luxembourgtrading agreements with Helsinki/Luxembourg
•• Purchased LIFFE in 2001 (futures and options exchange)Purchased LIFFE in 2001 (futures and options exchange)

 TokyoTokyo
•• 2,400 firms, all2,400 firms, all--electronic tradingelectronic trading
•• NIKKEI 225 index, TOPIX indexNIKKEI 225 index, TOPIX index
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Types of exchange ordersTypes of exchange orders
 Market ordersMarket orders

•• to be executed immediately at current market to be executed immediately at current market 
prices (buy at the “ask” price, sell at the “bid” prices (buy at the “ask” price, sell at the “bid” p ( y p ,p ( y p ,
price)price)

 Limit ordersLimit orders
•• specify a price at which customers is willing to specify a price at which customers is willing to 

tradetrade
 StopStop--loss (and stoploss (and stop--buy) ordersbuy) orders

•• limit order in which clients sells if price falls limit order in which clients sells if price falls 
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•• limit order in which clients sells if price falls limit order in which clients sells if price falls 
below specified levels (or stops buying after a below specified levels (or stops buying after a 
price increase)price increase)

•• StopStop--loss orders often accompany short salesloss orders often accompany short sales
 Orders open from “fill or kill” to sixOrders open from “fill or kill” to six--month month 
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BidBid--Ask spreadsAsk spreads
 AskAsk: price at which you can buy immediately: price at which you can buy immediately

•• LowestLowest--priced seller is priced seller is asking asking 
BidBid  P i  t hi h   ll i di t l P i  t hi h   ll i di t l BidBid: Price at which you can sell immediately: Price at which you can sell immediately
•• HighestHighest--priced buyer is priced buyer is bidding bidding 

 Reasons for dealer’s quoted spread:Reasons for dealer’s quoted spread:
•• Compensation for providing liquidityCompensation for providing liquidity
•• Risk of adverse selectionRisk of adverse selection

 Spread valid only for limited number of Spread valid only for limited number of sharesshares
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 Spread valid only for limited number of Spread valid only for limited number of sharesshares

Dealer’s quoted spreadDealer’s quoted spread
 The dealer’s spread is analogous to issuing The dealer’s spread is analogous to issuing 

two options simultaneously to all customerstwo options simultaneously to all customers
•• The “ask” is a call option on true valueThe “ask” is a call option on true value
•• The “bid” is a put option on true valueThe “bid” is a put option on true value

 The spread thus depends on the volatility of The spread thus depends on the volatility of 
the stock pricethe stock price
•• Greater volatility makes the options more Greater volatility makes the options more 

valuable, which the dealer offsets in part by valuable, which the dealer offsets in part by 
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p yp y
increasing the spreadincreasing the spread

•• Competition limits spread sizeCompetition limits spread size
 Spread must also cover dealers’ inventory Spread must also cover dealers’ inventory 

costscosts
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Dealer facing adverse selection
P* = true per share value
E(p*) = expected true value
P = share’s actual market price: P = p* + e
e = random error term, known only to informed investors

P*

, y

Bid
$68

Ask
$68 1/4

e>>0 e<<0
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P

E(p*)
Informed
investors win.
Dealer loses

Informed 
investors win.
Dealer loses

Dealer is protected

Block tradesBlock trades

 Trades of at least 10,000 sharesTrades of at least 10,000 shares
R hl  50% f NYSE l  i  d  i  R hl  50% f NYSE l  i  d  i   Roughly 50% of NYSE volume is done in Roughly 50% of NYSE volume is done in 
block tradesblock trades

 Block houses find counterBlock houses find counter--parties and parties and 
then send trades to specialists to crossthen send trades to specialists to cross

 Block trades are executed at a discount Block trades are executed at a discount 
f  t d h  i  H  f  t d h  i  H  
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from quoted exchange prices. However, from quoted exchange prices. However, 
virtually impossible for outsiders to profit virtually impossible for outsiders to profit 
from knowledge of block tradefrom knowledge of block trade
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Trading on marginTrading on margin
 Purchasing on margin means investor is Purchasing on margin means investor is 

borrowing part of the stock’s purchase borrowing part of the stock’s purchase 
i  f  th  b k  (“b k ’  ll i  f  th  b k  (“b k ’  ll price from the broker (“broker’s call price from the broker (“broker’s call 

loans”)loans”)
•• Broker in turn borrows from bank at the call Broker in turn borrows from bank at the call 

money ratemoney rate
•• Charges the investor a service feeCharges the investor a service fee
•• US FED: min 50% of price must be cashUS FED: min 50% of price must be cash
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•• Margin call when reaching “maintenance Margin call when reaching “maintenance 
margin” (minimum percentage equity in stock margin” (minimum percentage equity in stock 
account, e.g. 30%)account, e.g. 30%)

•• Failure to put up margin triggers sale of stock Failure to put up margin triggers sale of stock 
by broker to cover margin callby broker to cover margin call

Short salesShort sales
 You borrow a stock from a broker and sell itYou borrow a stock from a broker and sell it

•• Broker has inventory of clients’ stocks, held in Broker has inventory of clients’ stocks, held in 
street namestreet name

•• Owner of stock not involvedOwner of stock not involved
•• Short sale proceeds kept in account with brokerShort sale proceeds kept in account with broker
•• Margin (collateral) requiredMargin (collateral) required
•• If owner wants share, broker may borrow from If owner wants share, broker may borrow from 

another broker, or “squeeze” short selleranother broker, or “squeeze” short seller
•• Short seller closes short position by purchasing Short seller closes short position by purchasing 

Eckbo (60)Eckbo (60) 1212

the stock in the market and returning it to the the stock in the market and returning it to the 
brokerbroker

•• Must also replace any lost dividendMust also replace any lost dividend
•• Uptick rule (US): Can only short if last recorded Uptick rule (US): Can only short if last recorded 

trade implied an increase in the stock’s pricetrade implied an increase in the stock’s price
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Transaction costsTransaction costs

 Explicit broker’s commissionExplicit broker’s commission
BidBid ask spreadask spread BidBid--ask spreadask spread

 Market impact for large ordersMarket impact for large orders
 Substantial evidence that less liquid stocks Substantial evidence that less liquid stocks 

have higher expected returnhave higher expected return
 EckboEckbo--Norli (2003):Norli (2003):

•• Measures of liquidityMeasures of liquidity
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•• Measures of liquidityMeasures of liquidity
•• Commonality of liquidity (later)Commonality of liquidity (later)
•• Price of liquidity risk (later)Price of liquidity risk (later)

LiquidityLiquidity

 Definitions of liquidityDefinitions of liquidity
S dS d•• SpreadsSpreads

•• Market depthMarket depth
•• VolumeVolume
•• Price reversalsPrice reversals

 Aggregate liquidity measuresAggregate liquidity measures

Eckbo (60)Eckbo (60) 1414
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Investment companiesInvestment companies
 BenefitsBenefits

•• Diversification and lower transaction costsDiversification and lower transaction costs
 Unit investment trustsUnit investment trusts Unit investment trustsUnit investment trusts

•• Portfolio is fixed (nonPortfolio is fixed (non--managed) over life of fundmanaged) over life of fund
 Managed investment companies (funds)Managed investment companies (funds)

•• OpenOpen--end (mutual) fundsend (mutual) funds
 Issue & redeem shares at net asset value (NAV)Issue & redeem shares at net asset value (NAV)

•• ClosedClosed--end fundsend funds

Eckbo (60)Eckbo (60) 1616

 Number of shares is fixed. Shares trade through brokers, Number of shares is fixed. Shares trade through brokers, 
typically at a discount from NAVtypically at a discount from NAV

 Real Estate Investment Trusts (REITs)Real Estate Investment Trusts (REITs)
•• Highly leveraged, closedHighly leveraged, closed--end fundsend funds
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Mutual Fund investment policiesMutual Fund investment policies
 Money market fundsMoney market funds
 Equity fundsEquity funds

•• Max cap gain; growth; income; securityMax cap gain; growth; income; security
 FixedFixed--income funds (incl. “junk”)income funds (incl. “junk”)
 Balanced and Income fundBalanced and Income fund

•• Balances equity and fixedBalances equity and fixed--incomeincome
•• Requires current income from investmentRequires current income from investment

 Asset allocation fundsAsset allocation funds
B l d f d  ith ti  t ll tiB l d f d  ith ti  t ll ti
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•• Balanced funds with active asset allocationBalanced funds with active asset allocation
 Index funds Index funds 

•• Replicates investment proportions of some Replicates investment proportions of some 
index)index)

Exchange Traded Funds (Exchange Traded Funds (ETFsETFs))

 Allow investors to trade index funds on an Allow investors to trade index funds on an 
exchangeexchangeexchangeexchange
•• SPDR SPDR –– S&P Depositary ReceiptS&P Depositary Receipt
•• DIA DIA –– Dow Jones Industrial AverageDow Jones Industrial Average
•• QQQ QQQ –– NASDAQ 100NASDAQ 100
•• WEBS WEBS –– World Equity Benchmark SharesWorld Equity Benchmark Shares

Eckbo (60)Eckbo (60) 1818

•• OSEOSE
 Typically, low expenses (less than 10 bpt)Typically, low expenses (less than 10 bpt)
 Potential tax advantagePotential tax advantage
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U.S. Hedge U.S. Hedge FundsFunds

 Fixed term (10yr) limited partnership with Fixed term (10yr) limited partnership with 
fewer than 100 investors and min fewer than 100 investors and min 
i t t f $250’+i t t f $250’+investment of $250’+investment of $250’+
•• Domestic funds exempt from the 1940 Domestic funds exempt from the 1940 

Investment Company ActInvestment Company Act
•• Offshore funds not subject to SEC regulationsOffshore funds not subject to SEC regulations
•• Lack of regulations allows flexibility on Lack of regulations allows flexibility on 

investment policiesinvestment policies
Sh t lliSh t lli
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 Short sellingShort selling
 DerivativesDerivatives
 LeverageLeverage
 Need not diversifyNeed not diversify

•• Flexibility countered by advertising restrictionsFlexibility countered by advertising restrictions

Hedge Fund incentivesHedge Fund incentives
 Limited liquidity for investor Limited liquidity for investor 

•• Initial lockInitial lock--up period of one year up period of one year 
•• Subsequent withdrawals only quarterlySubsequent withdrawals only quarterly
Strong management performance incentivesStrong management performance incentives Strong management performance incentivesStrong management performance incentives
•• 2% annual management fee2% annual management fee
•• 20% bonus fee of annual profit (sometimes 20% bonus fee of annual profit (sometimes 

30%!)30%!)
•• Bonus paid only if returns surpass some hurdle Bonus paid only if returns surpass some hurdle 

rate (“high water mark”)rate (“high water mark”)
 No incentive fee until the fund has recovered past No incentive fee until the fund has recovered past 

losseslosses

Eckbo (60)Eckbo (60) 2020

losseslosses
 Require fund managers to invest substantial Require fund managers to invest substantial 

amounts of their personal wealth in fund!amounts of their personal wealth in fund!
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Some Hedge Fund strategiesSome Hedge Fund strategies
 Event drivenEvent driven

•• Risk arbitrage; distressed securitiesRisk arbitrage; distressed securities
 GlobalGlobal

•• International; emerging; global macroInternational; emerging; global macro
 Market neutralMarket neutral

•• LongLong--short stocks; convertible bond arbitrage; short stocks; convertible bond arbitrage; 
stock index arbitrage (using futures); fixed stock index arbitrage (using futures); fixed 
income arbitrage (Tincome arbitrage (T--bonds, taxbonds, tax--free free munismunis))

Eckbo (60)Eckbo (60) 2121

g (g ( ,, ))
 Fund Fund of fundsof funds

•• Allocate capital among a number of hedge Allocate capital among a number of hedge 
fundsfunds

Pension FundsPension Funds

 Pool of pension assetsPool of pension assets
T  d f dT  d f d Tax deferredTax deferred

 Defined contribution planDefined contribution plan
(“innskuddsbasert”)(“innskuddsbasert”)
•• Firm and employee make defined contribution Firm and employee make defined contribution 

into an individual investment account for the into an individual investment account for the 
employeeemployee

Eckbo (60)Eckbo (60) 2222

employeeemployee
•• The employer bears all the investment riskThe employer bears all the investment risk
•• At retirement he or she receives a lumpAt retirement he or she receives a lump--sum sum 

payment or an annuity funded by the accountpayment or an annuity funded by the account
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Pension Fund Pension Fund -- 22

 Defined benefit planDefined benefit plan (“ytelsesbasert”)(“ytelsesbasert”)
•• A formulae specifies the benefits to be paid A formulae specifies the benefits to be paid •• A formulae specifies the benefits to be paid A formulae specifies the benefits to be paid 

after retirementafter retirement
•• The benefits are typically nonThe benefits are typically non--linear in years of linear in years of 

service, skewed towards last yearsservice, skewed towards last years
•• The employer funds a pension that will be used The employer funds a pension that will be used 

to pay the future benefitsto pay the future benefits
•• The employer (called the plan sponsor) bears The employer (called the plan sponsor) bears 
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p y ( p p )p y ( p p )
the investment riskthe investment risk

•• If pension underperforms, employer must If pension underperforms, employer must 
make larger contributions in the futuremake larger contributions in the future

 Still most prevalent plan type Still most prevalent plan type 

Pension Funds Pension Funds -- 33
 The funds are tax exempt The funds are tax exempt 

•• Thus pushes towards investing in bonds, Thus pushes towards investing in bonds, 
where spread between prewhere spread between pre-- and postand post--tax tax 

t  h ld b  l tt  h ld b  l treturns should be largestreturns should be largest
 Corporate Corporate boards tend to compare their boards tend to compare their 

fund’s performance to the return on the fund’s performance to the return on the 
stock marketstock market
•• This makes the market portfolio of stocks look This makes the market portfolio of stocks look 

like the risklike the risk--free assetfree asset
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 Uncertainty about future fundingUncertainty about future funding
•• Leads to strategies such as immunization, Leads to strategies such as immunization, 

where the duration of the pension portfolio where the duration of the pension portfolio 
matches the duration of the pension liabilitiesmatches the duration of the pension liabilities
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2006 US equity markets: $17 trillion2006 US equity markets: $17 trillion

 Holdings (%):                   1980; 2006Holdings (%):                   1980; 2006
•• Direct holdings (individuals):     48;     21Direct holdings (individuals):     48;     21•• Direct holdings (individuals):     48;     21Direct holdings (individuals):     48;     21
•• OpenOpen--end funds:                        5;     32end funds:                        5;     32
•• Pension plans and ESOPs:         25;     16Pension plans and ESOPs:         25;     16
•• Public funds and nonprofits:      13;     13Public funds and nonprofits:      13;     13
•• Banks and insurance:                 9;     14Banks and insurance:                 9;     14
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•• Hedge funds:                             0;       2Hedge funds:                             0;       2
•• Foreign investors:                      8;      16Foreign investors:                      8;      16
•• Foreign holdings by US investors 2;      27Foreign holdings by US investors 2;      27
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Eckbo (60)Eckbo (60) 2929
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17

The Arithmetic of Active The Arithmetic of Active 
ManagementManagement

 If passive investors do not lose to active If passive investors do not lose to active 
i t h th t d ii t h th t d iinvestors when they trade, a passive investors when they trade, a passive 
market portfolio market portfolio mustmust have a higher return have a higher return 
than the aggregate of all current (active than the aggregate of all current (active 
and passive) portfolios.and passive) portfolios.

 Active investing is a zero sum game Active investing is a zero sum game 
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Active investing is a zero sum game Active investing is a zero sum game 
before costs, and a negative sum before costs, and a negative sum 
game after costsgame after costs

The questionThe question

 Suppose your investment is a portfolio, Suppose your investment is a portfolio, 
using valueusing value weights  of all passive and weights  of all passive and using valueusing value--weights, of all passive and weights, of all passive and 
active stock portfolios in the marketactive stock portfolios in the market
•• Equivalent to holding the market portfolioEquivalent to holding the market portfolio
•• Your return is the gross return on the market Your return is the gross return on the market 

minus the valueminus the value--weighted average of all weighted average of all 
investors’ costsinvestors’ costs

Eckbo (60)Eckbo (60) 3434

 How would your return be affected if you How would your return be affected if you 
switch to a passive market portfolio only?switch to a passive market portfolio only?
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The answerThe answer

••The net return on a passive market The net return on a passive market 
portfolio is the gross return minus portfolio is the gross return minus portfolio is the gross return minus portfolio is the gross return minus 
the cost of investing passivelythe cost of investing passively

••A small investor switching to a A small investor switching to a 
passive market portfolio increases passive market portfolio increases 
his return by the difference his return by the difference 
between the valuebetween the value--weighted costs weighted costs 
of all investors’ costs and the cost of all investors’ costs and the cost 
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of all investors’ costs and the cost of all investors’ costs and the cost 
of investing passivelyof investing passively

••How big is this cost differential?How big is this cost differential?

Types of portfolio management costsTypes of portfolio management costs

 Trading costsTrading costs
•• French assumes passive investors trades French assumes passive investors trades 

10% of market portfolio each year 10% of market portfolio each year 
 Management fees, and loads for Management fees, and loads for 

mutual fundsmutual funds
 Fees are carry for hedge fundsFees are carry for hedge funds

Eckbo (60)Eckbo (60) 3636

 Fees are carry for hedge fundsFees are carry for hedge funds
 Funds of funds feesFunds of funds fees
 Costs of institutional investmentCosts of institutional investment



19

Costs not included by FrenchCosts not included by French

 Taxes
 Investment adviser fees
 Security lending revenue
 Margin income
 Most prime brokerage costs

Eckbo (60)Eckbo (60) 3737

Fees and expenses for mutual Fees and expenses for mutual 
funds (basis points)funds (basis points)

 OpenOpen--end mutual funds        1980; 2006end mutual funds        1980; 2006
Expense ratio: Expense ratio: 70;    8570;    85•• Expense ratio: Expense ratio: 70;    8570;    85

•• Annuitized load:Annuitized load: 149;    15149;    15
•• TotalTotal 219;  100219;  100

 Percent passive (indexed):      1%;  13%Percent passive (indexed):      1%;  13%
 ClosedeClosede--end fundsend funds

E  i  (fi  i  2000)        96   109E  i  (fi  i  2000)        96   109

Eckbo (60)Eckbo (60) 3838

•• Expense ratio: (first in 2000)        96;  109Expense ratio: (first in 2000)        96;  109
 Exchange Traded Funds (EFTs)Exchange Traded Funds (EFTs)

•• Expense ratio: (first in 2001)        20;    21Expense ratio: (first in 2001)        20;    21
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US Equity Hedge Funds Fees (%)US Equity Hedge Funds Fees (%)

1996; 20071996; 2007
•• Management fee                  0.9;    1.3Management fee                  0.9;    1.3
•• Performance fee (quoted)   18 2;  19 2Performance fee (quoted)   18 2;  19 2•• Performance fee (quoted)   18.2;  19.2Performance fee (quoted)   18.2;  19.2
•• Performance fee (actual)      3.8;    3.4Performance fee (actual)      3.8;    3.4
•• Total                                  4.7;    4.7Total                                  4.7;    4.7

 Funds of Hedge FundsFunds of Hedge Funds
•• Management fee                 1.2;    1.1Management fee                 1.2;    1.1
•• Performance fee (quoted)    9 5;    6 9Performance fee (quoted)    9 5;    6 9

Eckbo (60)Eckbo (60) 3939

•• Performance fee (quoted)    9.5;    6.9Performance fee (quoted)    9.5;    6.9
•• Performance fee (actual)     3.4;    0.7Performance fee (actual)     3.4;    0.7
•• Total                                 4.6;    1.8Total                                 4.6;    1.8

 Hedge funds plus FoF:     9.3;   6.5 ($25bill)Hedge funds plus FoF:     9.3;   6.5 ($25bill)

Institutional investmentsInstitutional investments

1986; 20061986; 2006
 Percent invested passivelyPercent invested passively

•• DB plans                                 21;      31DB plans                                 21;      31
•• DC plans                                 18;      36DC plans                                 18;      36
•• Public funds                             26;      53Public funds                             26;      53
•• Nonprofits                                 3;      29Nonprofits                                 3;      29
I t t t tI t t t t
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 Investment management costsInvestment management costs
•• Passive   (first in 1991)              8;        3Passive   (first in 1991)              8;        3
•• Active     (first in 1991)            40;      36Active     (first in 1991)            40;      36
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Trading Revenues ($ bill.)Trading Revenues ($ bill.)
received by brokers and dealersreceived by brokers and dealers

1980; 20061980; 2006
 ComissionsComissions

•• From exchange trades          4.1;   12.2From exchange trades          4.1;   12.2
•• From OTC trades                  1.0;   13.7From OTC trades                  1.0;   13.7

 Market making                  1.0;   6.2Market making                  1.0;   6.2
T t l                                6 1   32 2T t l                                6 1   32 2

Eckbo (60)Eckbo (60) 4141

 Total                                6.1;  32.2Total                                6.1;  32.2
 Costs/(dollar volume) Costs/(dollar volume) 

•• (basis points)                      146;      11    (basis points)                      146;      11    

Standardized total cost of investingStandardized total cost of investing
(in basis points)(in basis points)

 Standardized by total market value of all Standardized by total market value of all 
NYSE  Amex and Nasdaq stocksNYSE  Amex and Nasdaq stocksNYSE, Amex and Nasdaq stocksNYSE, Amex and Nasdaq stocks

1980;  20061980;  2006
 Mutual Funds                            11;   32Mutual Funds                            11;   32
 Institutions                               16;     9Institutions                               16;     9
 Hedge Funds (4 in 1996)             0;   13Hedge Funds (4 in 1996)             0;   13

Eckbo (60)Eckbo (60) 4242

 Trading costs                            55;   21Trading costs                            55;   21
 TotalTotal 82;   7582;   75
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Incremental standardized cost of Incremental standardized cost of 
active investing (basis points)active investing (basis points)

1980; 20061980; 2006
 Cost of passive inv.Cost of passive inv.pp

•• Mutual funds                        1.1;    6.6Mutual funds                        1.1;    6.6
•• Institutions                          3.6;    1.2Institutions                          3.6;    1.2
•• Trading                              13.3;    1.2Trading                              13.3;    1.2
•• Total cost:                          18.0;    8.9Total cost:                          18.0;    8.9

 Incremental cost of activeIncremental cost of active

Eckbo (60)Eckbo (60) 4343

 Incremental cost of activeIncremental cost of active
•• Actual Actual –– passive:                   64;     66passive:                   64;     66
•• Dollar cost of price discoveryDollar cost of price discovery
(act(act--pass)*makt cap ($bill)    7.0; 102.0   pass)*makt cap ($bill)    7.0; 102.0   

Conclusions (1980Conclusions (1980--2006)2006)
 Investors spend 0.67% of the Investors spend 0.67% of the 

aggregate value of the market each aggregate value of the market each 
year searching for superior returnsyear searching for superior returns

 This represents a capitalized cost of This represents a capitalized cost of 
price discovery  of at least 10% of price discovery  of at least 10% of 
the current market cap (15the current market cap (15--20% 20% 
with growth).with growth).

 Under reasonable assumptions, the Under reasonable assumptions, the 

Eckbo (60)Eckbo (60) 4444

p ,p ,
typical investor would increase his typical investor would increase his 
average annual return by 67 basis average annual return by 67 basis 
points if he switched to a passive points if he switched to a passive 
portfolio PLUS lower riskportfolio PLUS lower risk
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So, why do investors chase So, why do investors chase 
returns?returns?

 ConfusionConfusion
 OverconfidenceOverconfidence
 Skills?Skills?

Eckbo (60)Eckbo (60) 4545

Is your fund manager undervalued?Is your fund manager undervalued?

 Why should the best managers have Why should the best managers have 
the highest cost of capital?the highest cost of capital?

Th  i t ’ t d t  i  th  Th  i t ’ t d t  i  th  •• The investors’ expected return is the The investors’ expected return is the 
managers’ cost of capital.managers’ cost of capital.

•• The scarce resource is extraordinary fund The scarce resource is extraordinary fund 
management, not capital.management, not capital.

 The investor’s job is to identify not the The investor’s job is to identify not the 

Eckbo (60)Eckbo (60) 4646

best manager, but the most best manager, but the most 
undervalued manager.undervalued manager.


