The following is a transcript of a taped interview between Bruce W. Papps and Doug Llewelyn as anchored by Bella Shaw 

Doug Llewelyn:

· The Peoples Court:

· Program Host and Reporter

· KCBS TV Los Angeles:

· Host and interviewer for multiple awards winning weekly news magazine series “Here and Now”. The program was similar to CBS’s  “60 Minutes” and focuses on the people and the lifestyles in Southern California

Bella Shaw:

· She was a news anchor with CNN for nine years and the host of CNN’s “Showbiz Today”.  You’ve seen her as an anchor/reporter for NBC.  Bella has worked on television and film projects as well as being featured on magazine covers. 

Bruce W. Papps is a registered representative of, and offers securities through, as well as provides advisory services through Nathan & Lewis Securities, Inc., Member NASD, SIPC. PCG is not an independent RIA. Papps Capital Group, Inc. and Nathan & Lewis Securities, Inc. are not affiliated entities.

1. What’s unique about PCG

PCG is different in bringing to the individual investor the caliber of advice typically enjoyed by institutional clients. 

We do this by applying principles of portfolio management that are universally accepted as the authoritative ‘blueprint’ for managing portfolios amongst institutional portfolio managers for individual investor through what we call our ‘Personalized Portfolio Program’ or PPP TM
We eliminate the Illusion, Conflict and Noise that are so pervasive in the industry and which according to studies results in individual investors only reaping about 20% of the potential return provided by the markets. 1
2. How did PCG get started?

During the last decade tremendous changes affected the money management industry. The quantity of products and services exploded but the quality of advice diminished a very great deal. In large part, the reason for this deterioration of the quality of advice was because of: Illusion, Conflict and Noise. 

I was designing and managing client portfolios during this period while employed by Shearson –American Express, Lehman Brothers, and Merrill Lynch and I became aware that much of the advice available to the individual investor had little to do with the principles of investment theory and much of it did not make any sense at all. Further, the advice given to individual investors was wrought with conflict. 

During this period, Columbia University completed a study that proved that the advice by major brokerage firms to their retail clients was biased and could result in serious loss to the individual investor. 2
These were very frustrating times and I began to search for a better solution. My quest led me back to my ala mater – The Wharton School of Business - where I gathered much research and assistance.  I also embarked upon and attained my designation as a Chartered Financial Analyst (CFA). What I learned was that the top academics in the field of financial economics had the answers.  Mountains and mountains of research backed up what they were saying. I noticed that only the large institutional accounts were taking advantage of this knowledge.  The concepts that they developed were titled, ‘Modern Portfolio Theory’ or MPT.  These concepts were awarded two Nobel Prizes over the past. I realized that if I could discover a way for the individual investor to have the same advantages as institutions, my clients would gain a tremendous added benefit. 

I encountered significant resistance by my peers to my endeavor to bring the same tools that institutions were using to the individual investors. Therefore, to truly pursue this mission I launched Papps Capital Group here on Wall Street in 1996 to fulfill this mission.
Q3.
Isn’t all this too complicated for the average investor to understand?


It’s funny you should ask that question because that was a common excuse given to me when I tried to operate within the system and bring MPT to my clients while within the establishment. I would hear from fellow academia or investment committees of large pension plans who felt that these strategies would confuse the average investor into inaction.  

What I found was that the logic was so compelling that my clients were quick to grasp it.

When my clients invest their life savings, they are more than willing to spend some time to understand how investments really work. Amazingly, these new strategies actually simplified the investment decision making process and made my clients feel free to focus on other areas of their lives.

Q4.
Why isn’t everyone using this approach?

The main reason is that brokerage and mutual fund companies generally aren’t in the business of educating the investing public.  Their primary concern is their own profits. 

Many stockbrokers are taught to drive transactions by pushing their clients’ emotional hot buttons.  Most make their money on commission, not performance and a well-informed public could hurt profits.

Even the leadership in the financial community began to wonder why, given the long success of MPT, it had not met widespread acceptance. 
“Organizational politics at the major financial services firms and mutual fund complexes made this acceptance impossible.” 3
Q5.
You mentioned cutting through the noise.  What does this mean? 

Noise is simply false beliefs. This is the problem: In most cases noise is not fact even when it represents the conventional wisdom of the time.  And conventional wisdom is hard to change.

A famous example from 100 AD is when Claudius Ptolemy mistakenly placed the earth at the center of the universe.  Based on this false belief he developed a comprehensive system for tracing the motion of the planets and calculated the orbits for each.  Soon he had a 13-volume work that was the then accepted authoritative source throughout Europe for over 1,200 years.

Fortunately, Nicholas Copernicus questioned Ptolemy’s work and made his own theory putting the sun at the center. His finding showed Ptolemy’s ideas to be erroneous.  But just as Ptolemy’s work was ultimately questioned and later found false, we have learned that many commonly held investment principles are also based on false assumptions, according to MPT.

Galileo used his ‘new tool’, the telescope to show Pope Paul V that Copernicus was right.  But, like many investors today, the church didn’t want to believe what they saw and sentenced him to prison indefinitely. Thank goodness people aren’t thrown in prison anymore for this type of thing but still thousands of people have build careers and businesses around the currently accepted active investment principles. 

Our ‘new tool’  - computers so complex they verge on artificial intelligence - and the science to amass and manipulate data is uncovering some very painful news for some many to acknowledge

But MPT truth is that there in no proven basis for many or most of the touted investment principles.  These beliefs for the most part are a collection of false assumptions. These false assumptions have been dispelled by the science of money management and much of MPT.  Two Nobel Prize Awards for the principles of MPT recognize this reality in the recent past.

Q6.      And you also mentioned ‘illusion’ and ‘conflict’. What do these mean?

A very good example of illusion, I would say is one that I learned in class studying for my CFA designation.  Fidelity Investments and other mutual fund complexes have been known to engage in a practice know in the money management industry as both, “survivorship bias” and also the ‘incubator theory’.  Survivorship bias is extremely prevalent throughout the industry.  Even some of the most famous studies do not take into account the companies that are no longer around.  They look at the market or index today.  Let’s say they look at the Dow Jones Industrial Average, which is simply 30 industrial stocks.  Industrial companies have a funny way of becoming obsolete so the 30 you take now and trace backwards may not necessarily be all the industrial companies that existed in 1900.  So for a truly representative reflection of what a investor who lived in 1900 buying a representative basket of industrial stocks would find over the next hundred years is that many of the companies that he invested in went bankrupt and he lost all his money in them.  Yet, the way performance is calculated is illusionary.  It fails to capture these companies that did not ‘survive’ and thus these studies have fallen prey to what is know in money management as, ‘survivorship bias’.

It gets worse.  The next level is something the money management profession has called, ‘The Incubator Theory’ of mutual fund development.  It goes something like this.  These large mutual fund complexes would originate or launch a number of funds. We’ll say 1001 for example purposes.  After a period of time, by the sheer definition of the term, ‘average’, there will be 500 funds better and 500 funds worst than the average return for this group. 

What would happen after a period of time would be that these mutual fund complexes would then close many of those funds that performed below the average and therefore will ‘appear’ to have a universe of funds ‘in existence’ that – now - appear to be ‘out-performers’ with their success subscribed to some ‘special skill’ rather than the random chance - scrubbed for retail investor consumption – that MPT reveals it to be. Knowing the mechanics of their maneuvers, we see that this is not much more than sheer illusion.  

In terms of conflict, I mean anything that interferes with the alignment of the advisor with the client and in the current financial services industry conflict is a serious element that can lead to under performance of an investors portfolio. 

For example, we have that study, by Columbia University, which proved with statistical significance that the research being provided to the retail clients of major brokerage firms was significantly biased.  They found proof that the very profitable relationships that these big firms had with the investment banking side of the very same companies which were being recommended to their own retail investors affected or biased their research and advice to their retail investors.

Further, during the last number of years, Merrill Lynch launched what was know as the ‘Tully Commission’ whose mission was to explore the inherent conflict that existed within the traditional brokerage industry’s compensation structure.  They recognized and attempted to address the fact that the stockbroker being compensated on trades is in direct conflict with the client’s interests of reducing transactions and thus costs.  

AT PCG, we work only on fees*, so that our interests are aligned with that of our client – maximizing our client’s wealth potential. The larger that the portfolio grows the greater our fees.  Thus our interests are aligned with those of our clients.

Further, this type of arrangement is a very powerful motivation for us to design and seek out strategies that otherwise might be ignored as not an ‘economically viable’ alternative for a commissioned salesperson. 

Reducing portfolio costs increases net returns.  Our ability to save costs in your portfolio may possibly even eclipse the fee we charge to accomplish this – And this speaks nothing of any potential increase in return from applying MPT.

Q7.      
What are the benefits to the investor of your approach?

Return Enhancement – MPT’s model shows that you achieve the highest risk adjusted return possible – a portfolio on Markowitz’s efficient frontier.

Risk Reduction – the essence of MPT is that for whatever level of return you want the lowest level of volatility or risk can be had.

Simplification – A harmony is achieved once your investment methodology falls into genuine alignment with true money management principles.  So therefore - in the spirit of Copernicus and Galileo – if your approach to investing is causing you to navigate into islands that ought not to exist, then courageously cross over to this new paradigm in money management and achieve a more efficient and harmonious balance with your investment portfolio.  

Q8.
How’d you acquire your current understanding of MPT?


I’ve had a passion for money management since I was young. This passion led me to Wharton, then into the financial services industry where I worked for Shearson, Lehman American Express, and Merrill Lynch. 

Also, I’ve always recognized the importance of maintaining one’s competency in an industry as dynamic as ours.  I attend academic institutions regularly ranging from Harvard University to The University of Chicago from where much of the work on MPT originated and developed.  My recent attainment of my Chartered Financial Analyst (CFA) designation was invaluable and simply provided me an entirely new perception on investments and investment behavior – the hot topic in portfolio management.  

Behavioral Finance both seek to reduce or eliminate that element of your psychology that works to create poor investment decisions and actions and then to ‘exploit’ those very same flaws in others.  Much work in this area has been done at Harvard and I have distilled a deep insight into this work by attending their courses on this subject in the recent past.

Finally, I maintain my competency by engaging in community interaction as a member or the New York Society of Security Analysts (NYSSA) a distinguished organization, founded in 1937 by Benjamin Dodd, the mentor of Warren Buffet.  I serve there as a member of the board of the international committee.  Also, I am the vice-president of The New York Chapter of The Wharton Club which provides me constant exposure to leaders and thinkers in the profession.

Finally, I consume trade magazines and journals, books, and any material that lends itself to this area.
Q9.
This sounds like very powerful stuff.  It must be very costly, no?




In fact, just the opposite.

When you realize that noise, illusion and conflict are all very costly to the investor – not only from the point of view of its inefficiency  - but also from the cost of the activity itself, commissions and other transaction costs, (i.e., market impact & opportunity)  – we can manage a portfolio that eliminates this expensive noise and start ahead of the game. 

The illusion, conflict and noise, of which I've spoken, can be reduced and result in lower portfolio costs.  At PCG, we attempt to reduce these costs and might capture more in cost reduction
than we charge in fees.

Q10. 
You spoke of this revolution in the money management industry and how MPT captures that – Do you think this will become mainstream?

As with the all other disciplines the last decade has been marked by revolution. 
Medicine – the genome/cloning - unimaginable just 10 yrs ago. This is also as true for money management except with money comes conflicts inherent to the nature of money itself.  This creates a degree of resistance to change in the money management professions that other disciplines avoid.  

The beauty of economics and money management is that certain principles and truths prevail regardless.  Equilibrium serves to clear buyers and sellers, arbitrage will ensue to eliminate ‘too good a thing for too long’, and we learn more of them every day.  Therefore, I have no doubt that this change in evitable and simply the only question remains to be – when?

That is a more difficult question to answer however. Regardless of the answer to that question remain vigilant to the following material information:

As in physics with energy – money is neither created nor destroyed it simply changes state. Thus, active money management is a zero sum game meaning that if you’ve profited, others have lost that very same equal amount – it’s a zero sum game. 

As we discussed, studies show that only about 20% of the potential return of the markets is realized by the individual investors. This 80% is not merely lost; it is earned by this other investor and your wealth is transformed from your account into his. Over the course of the life of an investor - being ahead of the curve and benefiting from this resistance to change can have enormous wealth implications.
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* - Mutual Funds are subject to annual fund operating expenses. Review the prospectus of the fund. The prospectus contains complete information, including charges and expenses. Please read the prospectus carefully before you invest or send money
Professional money management might not be suitable for all investors. Since no one investment program is suitable for all types of investors, this information is provided for informational purposes only. We need to review your investment objectives, risk tolerance and liquidity needs before we can recommend suitable programs for you.
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