Six Secrets Your Broker (Advisor) Doesn’t Want You To Know

And How To Protect Your Best Interests

To find out more please visit his website : www.schulmerichandassoc.com
1.   Most Brokers Don’t have Formal Training in Financial Planning..

How much training do brokers actually have in financial planning? Major brokerage firms tout intensive training programs almost as much as the stocks they peddle.  They brag about  the high level of education their “consultants” receive.  The truth is, the only requirement is that the brokers pass the Series 7, an industry test that requires memorization of facts about the markets and represents a minimum standard of knowledge.  The Series 7 does not teach an individual how to manage personal finances, let alone create a comprehensive financial plan.  Once a “recruit” passes the Series 7, he/she is sent to company headquarters to go through “intensive training.”  The training is definetly intensive, though not in financial planning.  The programs focus soley on sales & product training  and  lasts anywhere from 1-4 weeks.  I attended one such program and 95% of the training focused on <cold-calling> sales and learning proprietary product.  Brokerage firms want “salespeople,” not highly skilled financial planners. 

If the firms hired highly skilled financial planners, then the firm wouldn’t be able to sell its proprietary products. This is because the advisors would know better.  When the firm hires somebody with no previous industry knowledge, or experience, they have the opportunity to fill that person’s mind with fairy tales, not fact.  The firms way of doing business is to focus on proprietary products,  high & hidden fees, cold calling, and quotas.   The truth is that very few new recruits have any experience in handling another family’s wealth.  You end up paying high fees for a service that puts you directly on a recruits learning curve.  Even brokers who have been at the firm for years may not have any training in financial planning, they are stockbrokers, not trusted advisors.  Who do you want to manage your wealth,  A stockbroker, or a competent fee-based Certified Financial Planner who has the documented experience and knowledge to help you meet your needs and goals?

Your advisor should have prior experience in financial planning and be Certified Financial Planner, if not, you are putting your family’s wealth at risk.  Please don’t  let your finances be somebody else’s training ground.

2. Your Mutual Funds are NOT free.

Where the expenses are, and how to calculate them.

Mutual funds have grown into a huge industry.  Once a small subset of money management, they have grown into a product that is now held by a large percentage of American households.  There are now more mutual funds in the U.S. than stocks that trade on the NYSE.   The proliferation of this medium of investing has empowered the individual investor. However, at the same time it has powered the Mutual Fund and Brokerage industry to record profits.  Many of these companies are pulling the wool over your eyes.  Most investors do not understand the fees accessed in their mutual fund.  Even “no-load” funds have expenses.  Though most of the costs are disclosed in the prospectus <good luck deciphering>, some are not.  You will never see a bill for your mutual fund because the expenses are hidden.  They may be hidden, but believe me, they exist.  There are three major expenses involved with mutual funds (and a few minor ones).  The first expense is the Expense Ratio, this compensates the manager, analysts, board of directors, and pays printing, mailing, & overhead costs and ranges from .20% to 2.0% annually.  The average is about 1.5%.  The next cost is what the industry refers to as a 12b-1 fee, this is basically a hidden commission.  The 12b-1 fee pays to bring in new shareholders and has zero benefit to you.  It varies depending on what share-class is sold to you and runs from .25% to 1.0% annually.  The last expense is not actually printed anywhere, you have to calculate it yourself.  This expense is the transaction expense, every time your mutual fund buys and sells stock there are costs.  John Bogle, Former Chairman of The Vanguard Funds has said that turnover can have a profound impact on performance.  To find how much turnover adds to your cost find the annual turnover and multiply it by 1.00%.  For example, if your mutual fund turns its portfolio over 100% annually ( meaning it completely replaced it’s portfolio during the year) then you would multiply 1.00%  X 1 (for 100%), that yields an additional expense of 1.00 for the year for that fund.  If the portfolio experiences a 200% turnover then the cost would be an additional 2.0% annually (1.0% x 2).  As you can see, turnover can have a large impact on the cost of your mutual fund. Another cost you do not see is what John Bogle refers to as the “cash drag factor,” basically most mutual funds are not fully invested, they keep anywhere from 1-10% cash on hand.  This hurts the performance on the upside but cushions it on the downside, since the market has gone up more often than down, the cash in the fund brings down the performance.  Bogle estimates it to be about .6% on the high end. Lets add up all the potential costs of a mutual fund, keeping in mind that brokerage firms are known for being on the high end.
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Total Costs
     .26%   
5.60%

The low end cost represents a person not receiving any advice, the average fee for a professional advisor/planner is about 1.0% of assets annually bringing the total low end cost to 1.26%.  Not all broker sold funds have costs that are as high as shown above, however the average is somewhere between 3 – 5% annually.

Does your broker have your best interests in mind when he is charging you 2 – 4 times what a professional competent financial planner might charge.  I would argue not.  We have been in a bull market for a long time and have experienced higher than average returns,  we haven’t notice the effects of these costs.  However, when equity returns revert back to their historic average of about 11 - 12%, you will notice.  After deducting fees you end up with a return that is similar to a money market account, even though you are assuming the risk of stocks.  In fact your broker sold fund has to outperform the market on a pre-tax basis by 25-50% each year just to match the market after expenses, not likely to happen.  Over the past 15 years the S & P 500 has beat over 90% of all active managers.  Can you trust a broker/advisor who lets you assume all the risk, while they and their large firm reaps all the rewards.  You need a trusted advisor who discloses his fees upfront and has your best interest in mind.  Broker sold mutual funds have more hands in your pockets than you can count.  

Do you know how much your broker is charging you on your mutual funds?  We can run a free analysis to let you know.

3.  Conflicts of Interest Abound – We Have More Strings Attached Than A Marionette Puppet.

Conflicts of interest exist in almost any business, the mere presence of a conflict does not automatically lead to a persons interests being wrongfully represented.  However, all conflicts that are known should be disclosed in writing to the potential client before a relationship starts.

When dealing with a brokerage firm conflicts of interest abound and for the most part are not disclosed.  The following is a few conflicts that you should watch out for.

First , please understand to whom a public company owes their loyalty, it is to their public shareholders.  The people who own stock in a company must have, their interests protected.  A public brokerage firms loyalty cannot be 100% to you.

Let’s take a further look at where other strings are attached.  A broker gets paid a percentage of the revenues that he/she brings to the firm, typically 25-40%.  It is not, however, that simple.  Brokerage firms determine the payout percentage for each individual “product.”  They control product flow by paying higher amounts for product it wants to move (sell).  Each firm works differently but depending on the product a firm wants to emphasize, they will pay a broker a higher percentage of the revenue to induce him to sell what the company wants him to sell.  For example, if the company wants a broker to sell a “wrap account” 
, they may tell the broker that they will receive a higher percentage of the fees they generate from that particular wrap account.  Obviously, the broker wants the higher revenue so he/she will migrate toward selling you that product.  This is done behind the scenes, you will never know what products pay more.  Do you know if what your broker is recommending is in your best interest or his? You just don’t know without asking how he/she gets compensated on different “products.”

A more blatant conflict is a practice that people thought was eliminated a long time ago.  Some brokerage firms pay their brokers more for selling proprietary (company managed) mutual funds.  To be fair, most firms have eliminated this practice, to which I applaud them, however there is still at least one major brokerage firm that sill pays brokers up to 25% more commissions to sell their company managed mutual funds over other competing funds.  In addition, the more company managed funds a broker sells, the more perks they receive.  Whether it is a trip, an expense account, or personal gifts, they do not receive these perks if they sell other companies funds.  How can you be sure that your brokers recommendation fits your best interest when he/she recommends their company’s managed products?  The answer is you can’t be sure.

In addition to higher revenue on proprietary products, the broker many times is under tremendous pressure from management to sell you the latest mutual fund offering from that brokerage.  Branch manager compensation is determined in part by the amount of proprietary products his branch sells.  His interest is in getting the highest bonus possible, so he in turn puts the pressure on the brokers to “pound the phones,” and sell their “latest offering.”  Have you ever been called by one of these annoying people during your spaghetti dinner?  The brokers are enticed by management with trips, dinners, and a host of other items.  It goes unspoken that if a broker does not participate in selling the new offering then things will not be easy for him/her.  I know of one broker who was told, “I don’t think this firm is the right place for you,” after the broker refused to sell the new fund offering.  It turned out that he was the only one to not succumb to the pressure, he eventually left that firm.  I can’t begin to tell you how many voice mails & e-mails I received from management to ‘sell’ the “new” offerings,  I never succumbed because it was not in my clients best interest.  Be aware that the pressure is on your broker to sell certain products or else he/she risks losing their job.

I also have a suspicion that there are some brokerage firms that churn their own proprietary mutual funds in an effort to squeeze out more profit.  Proprietary mutual funds trade through their parent company, the more the fund trades, the more the parent company makes.  From my research I do not believe this happens at all firms, in fact only a select few, one of which is very prominent.  If you were to take a look at the turnover ratio at several of this firms largest funds you will find them outrageously high.  Studies have shown that it costs a mutual fund shareholder about 1.00% for every 100% in turnover.  Some of these funds have turnover of 2, 3, 4 & even 500% annually.  All of this data is available from morningstar.com if you want to research your individual funds, or call me and I will be happy to send you a report.

The conflicts don’t stop there, they go on, but I think you get the picture.  Be a wise consumer and ask your advisor about conflicts of interest’s and how they can be resolved.

� A “wrap account” is an agreement where a broker manages a clients assets in one account for an annual fee.








