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CHAFTER 1

Gathering Intellicence

A good general gathers intelligence about the enemy poidoriming a strategy. A good investor gatt
information about his friend, the market, beforedrens his investment strategies. Fortunately for
investors, gigabytes of useful market data areilseadailable for analysis.

The original process of gathering this data wasectiean task. The laborers have never been pyoperl
recognized. We are all deeply in debt to reseaschiar Ibbotson and Singfield, organizations like t
Center for Research in Securities Prices (CRIS®) haindreds of other individuals who worked in
obscurity. The data they assembled is enormouslaise to us. With it we can begin to see clearly
what is going on. With a "clean" database and aeamodomputer, researchers can sift and sort, amalyz
and test their hypotheses. The forest, previouslgdn by all those pesky leaves and trees, becomes
visible.

Today we take this information for granted, but grtandfathers didn't have anything like it. It wasn
until the mid-'60s that a researcher was able ¢avghat stocks outperformed bonds! And of course, w
take our computers for granted. But they werewtgk there, either. The first primitive PCs were
introduced less than 15 years ago. The averagetagcs 386 computer has more capacity than the US
had during the entire Korean War. And 25 years A6 A put a man on the moon with far less
computing capacity than my "old" 486 has.

Finally, all this information is instantly availabivorldwide. Investors no longer need to be atniomel
capitals. You or | can see trades at the samethatea trader in Hong Kong or New York does. And we
have access to the same databases and reseandfath8treet's barons have. Our grandfathers cduldn
have even dreamed about these powerful tools. @ieeresults are surprising, and contradict the
conventional wisdom. It's up to us to adapt thiw ndormation and the insights we glean from iwas
construct our Investment Strategies for the 21sit\@g.

Rates of Return

Investing is a multidimensional process. Of coutise first dimension is rate of return. The basic
economic dilemma is this: Should we consume nolater? Given that our wants and needs are almost
infinite, we have a strong preference for immedaesumption. Instant gratification isn't a concept
developed by the Yuppies.

If we are going to delay gratification, then moktus demand a reasonable prospect of payback and
profit. Otherwise, we might as well enjoy it now.

A person seeking profit has a number of markets fndhich to choose. Cash, stocks and bonds are the
traditional liquid markets which most of us firstresider. But there are options, currencies, futures
commodities and other more exotic derivatives wiaighfreely traded and totally liquid. Or an inwest
might want to consider real estate, fine artwodsédball cards, stamps, coins or other valuable



tangibles.

Each market, as we shall see, can be further brad&em into smaller and smaller sub-markets. The lis
could become almost endless. And each little sutkebaor segment, would have distinct properties
which an informed investor would want to understhrtbre placing any funds. | am going to restrict
myself to the traditional cash, stocks and bondd,Fow we can form them into portfolios that will
meet our needs.

The different markets have produced greatly difiesaerage rates of return over a long periodroéti
In the short term, on a fairly regular basis, megkeill vary around the averages. These short-term
variations are aberrations when viewed from thg{tmrm perspective. Short periods of over- or under
performance are sooner or later reversed as thieetsdiregress to the mean." Looking at the longzter
data will give us a fair platform for evaluating rkets. It gives us a powerful tool to estimate the
"ranges of reasonableness” when we build or evaluat portfolios.

Investors ignore this data at their peril.

We all know that if it sounds too good to be tria@robably is. Long-term data gives us the yauddsto
measure whether something is too good to be traa.Will buy a lot less pie in the sky if you kedjist

in mind.

Later we will see that individual investors aresoftheir own worst enemies. Investor behavior @an b
extraordinarily shortsighted. Foolish investorashen making their long-term decisions based awy ve
recent experience. Lemming-like, they run from ghoand doom to euphoria. In the process, basic
discipline flies out the window, and bad things p@p to their investment results. Remembering long-
term results can keep them from shooting themseétvtee foot. A long-term outlook will stiffen
resolve to stick with a well-thought-out investmetdn.

Definitions

A few basic definitions are in order here:

TheConsumer Price Index (CPi§ a commonly used measure of inflation. Inflati®the erosion of
buying power over time, if dollars are used asaesof value. Investment returns must be adjusyed b
the inflation index in order for us to evaluatedlfereturns. In other words, our returns must juimp
hurdle in order to provide meaningful increasegdtue.

Treasury Bills (T-Billsyare short-term obligations issued by the UnitedeSt government. Because they
are guaranteed by the government, and the govetroarralways print more dollars, they carry no
credit risk. Treasury Bills are considered "zesktiin many academic discussions. We shall see that
that is not always the case. T-Bills are a goodyfor many savings plans. They track CD rates
reasonably closely.

Treasury Bonds are longer-term obligations of theegnment. They also carry no credit risk, butéher
is a substantial capital risk as interest ratesiglgrior to redemption. An existing bond's valbarge:
inversely as interest rates change in the econvieywill talk lots more about bonds later. Commércia
bonds are long-term debts issued by corporatiolney Tarry both a default or credit risk, and a @pi
risk as interest rates change.

Commercial Bonds represent long-term debts of qatpms. They are usually issued with a fixed
interest rate (coupon) payable every 6 months. Bame generally issued with a maturity date, attvhi
time they are redeemed for the face amount. Whalenamercial bond may default and become
worthless, it can never be worth more than the &meunt at maturity. The corporation has no other
obligation other than to pay the interest and ppalcupon maturity. Bondholders generally have ap s
in the operation of the corporation unless therggiepayment is in default. Bonds may be issueld wit
specific assets of the corporation to back up trparate debt, or as a general obligation of thma.fi
Treasury Bills, Treasury Bonds, Commercial Bondssi€; Savings Accounts and CDs are all debt
instruments.

Stocks represent ownership or equity in a corpmmatstocks may or may not pay a dividend. If alstoc
pays a dividend, it may change in amount from ticmmgéme and it is not guaranteed to continue. Like
bonds, stocks may become worthless if a compaisy Bt unlike bonds, if the company prospers,
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there is no theoretical limit to the increase itueaand no redemption date. As owners of the
corporation, stockholders are entitled to votetentoard of directors and may influence the opamnati
of the company.

The S&P 500 is an unmanaged index of the largedshicks on the New York Stock Exchange
(NYSE). This index contains only mega-firms andassidered a good proxy for performance of the
"blue chip" stocks.

Small cap stocks (as I'll be referring to them)theesmallest 20% of the New York Stock Exchange-
traded firms. ("Small" is a relative term. If arfiris traded on the NYSE, it has already reached a
respectable size.)

The foregoing definitions are generalizations. My &ere is to keep this simple, and not get bogged
down. Of course, there are hybrid instruments stscbonvertible bonds and preferred stocks. These
securities have some of the properties of bothkstaad bonds. If you want to know more, there are
plenty of good finance books available, and | comdgou for your interest. Check out my bookshelf
in the archives. For now, let us move on.

A Look at the Long-Term Data

The following charts show performance data from6L&21993. The data is extracted from Roger
Ibbotson and Rex Singfield's widely quoted annwalk) Stocks, Bonds, Bills and Inflation.
Compilation of this data has contributed greatlyhi® understanding we now have of how markets
work.

First, let's look at compound rates of return sib@26 in the broad domestic markets we just defined

The Inflation Hurdle

=i T-Bill = Tr. Bond = Corp. Bond == 5¢

Next, let's see how a dollar grew between 19261888. Due to the magic of compounding, what
seems like a relatively small difference in rateeitirn will compound to giant differences in total
accumulation. Look at the difference that 1.33% esatkver time when we move from the S&P 500 to
Small Company Stocks.
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= |nflation

Next, to show real rates of return, we have sutgthout the average inflation rates. If we dontoamt
for inflation, we are just fooling ourselves. Wenw#o be wealthier, not just have more inflatedats!

22109

SEFP 500 mSmall Co.

In the real world, most of us pay taxes. Belowhdw rates of return after inflation and reducingines
for an assumed 30% average tax rate. While wetdidake an income tax the entire time, this
comparison may still be far too kind to debt. Foe @hing, average marginal tax rates were oftenrhmuc
higher during the period covered. For another kst@dfer the prospect of both deferral of tax and
capital gains treatment, which | did not build ititgs simplistic model.

= nflgtion == T-Bills = 20V Treas.



The Bottom Line
So, what can we learn from all this? Plenty!
The Range of Reasonableness

Long-term data gives us some very useful yardsticks

The '80s and early '90s have been especially gobdth stocks and bonds.

However, bad things happened to America in the T7Bs Vietnam War divided the country, as an
entire generation watched senseless violent deatfattonal TV over dinner. Protesters took to the
streets and grew violent themselves. Groups likesthA and the Weathermen bombed, kidnapped,
robbed and killed. The government became increbspayanoid. The Nixon administration and
Hoover's FBI systematically violated our constitagl rights. The National Guard shot peaceful
protesters on their college campus. A vice-predidad president both resigned in disgrace, and
narrowly missed jail. Nixon's henchmen marchedo# by one to prison. Democracy teetered on the
brink.

On the economic front, things were just as bad.cAsgged the Vietham War and Johnson's Great
Society. When the bill came due, OPEC cut off tiheTthe government deficit mushroomed. Inflation
soared, and interest rates climbed to unheardightee American industry became bloated and could
not compete effectively on the international maskd@he stock market accurately reflected the tutmoi
Returns in the "70s could only be called dismakii1973-74 the S&P 500 dropped 50%. Bond
investors were brutalized by rising interest rates.

The '80s saw recovery. Over 20 years of concervedrgment policy steadily brought down inflation
and interest rates. Industry painfully modernized bBecame competitive. Bond holders were finally
rewarded by falling interest rates, and reaped mésvar in excess of apon rates. Stock market retu
rebounded after the lost decade. Even after twd Sti@shes” in 1986 and 1989, investors realized
fantasy gains.

As a result, investors have come to expect ratestofn which are greatly higher than the histdrica
averages. | view these recent returns as an aloerrdthere is no data to indicate that either rafes
return or risk premium (to be discussed in Chapjdrave changed in any fundamental way. We are not
all entitled to returns in the high teens or lovg 28 a birthright. In any event, it seems foolsprbject
these rates on into the indefinite future.

Investors who view the '80s returns as a yardstial do themselves serious injury.

1. These investors can set themselves up to endigsabe rainbows. As they fail to attain
unrealistic goals, they often move from advisoadwisor or scheme to scheme, to their
detriment. In the process, they inadvertently chlibair own accounts. Wall Street is only too
eager to help. The brokerage community is evenyré@ag@romise far more than they can ever
deliver to "get the business." Investors who aahiev advisors who deliver, "only" solid
realistic results are at a distinct disadvantaganiatmosphere of hype and perfect 20/20
hindsight.

2. By placing faith in an accumulation plan based dvigher-than-realistic rate of return
projection, these investors may be setting asidotalittle to meet their long-term goals.

3. They also may be living off their nest eggs. Mastablish withdrawal plans based on rates of
return they cannot achieve in order to financestifies they can no longer afford. They run the
very real risk of causing their capital to imploded they will become destitute in their old age.

Savings vs. Investment

Many academics might quibble, but I find it usdfuldistinguish between savings and investment.
Savings might include all the debt instrumentsh¢dsBills, bonds, CDs, and annuities. Investments
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(equity) offer a long-term return sufficient to sgeme inflation, and because they are traded eagh d
will fluctuate in value. If you don't have both,iybave a savings plan. (Fluctuation is a nice, non-
threatening way to say that sometimes prices wiligwn! We really shouldn't sugar-coat this little
fact. It's built right into the system. We will desith fluctuation later.)

You will notice that the little boxes on the leftall the charts in this chapter represent delsaeings,
while the tall, handsome boxes on the right repriesquity. A saver who put a dollar into T-Bills in
1926, and who faithfully reinvested the proceedstyears, actually saw his savings shrink to 70
cents on an after-tax, afterflation basis! In other words, the dollar you patay in 1926, together wi
all the earnings on it, won't buy as many Cokeis®rcream cones today.

As the data shows, savers must abandon hope @vafpian after-tax, after-inflation rate of return.
Think of CD as standing for Constantly Diminishifigne stability of CDs does not translate into long-
term security. Viewed from this perspective, theggament-guaranteed savings plans are not wise,
conservative or responsible. They are actually atrgoaranteed to shrink in value! Even when interes
rates are high, savings is a bankrupt investmetypd-or instance, many savers fondly look backrov
the last 20 years of high interest rates. But efvalhinterest was re-invested, the after-taxegft
inflation rate of return on CDs from 1975 to 1994sw1.85%! Interest rates are high during peridds o
inflation. A progressive tax eats away more athigder nominal rates of return. Later we will exami
how inflation ravages a fixed return over timea l$aver attempts to live off the interest on hst egg,
the results are catastrophic over time. He betipemot to live very long.

"Zero-risk" rates of return are very closely tiedrflation rates. So if you just want to keep uighw
inflation, you can accomplish that limited objeetiwith debt instruments, but not much more. Most of
us want an inflation hedge, growth and the abibtynake withdrawals. Debt instruments haven't been
able to support that. Savings are a unique andhezaus form of capital punishment. Every day,
millions of well-meaning savers unnecessarily phnieir capital and prevent it from growing and
thriving.

Another way to look at the data is to say that gguas returned about inflation plus 6-8%. Many
advisors set the real rate of return as a long-target. But anyone who builds his financial eminea
required rate of return of higher than 8% is skg@abn very thin ice indeed.

Long-term data gives us all a necessary "realigcklt Prudence and realism would dictate use of the
more conservative data for planning. If we get mare will all be pleasantly surprised.

No matter how you look at the data, equity retiawamp anything available in debt. Only equity cffer
investors the prospect of real rates of return.

So why isn't everybody investing in equity? Thengstrbe more to it than this! The next chapter will
deal with the investor's four-letter word: risk.



CHAFPTER =

Assessing the Risk

"Risk" is the investor's four-letter word. Everylyad risk-averse. We all would prefer a certain, or
riskless, result. It's rational and normal to bea@ned about investment risk. But at some poorinal
concern becomes irrational fear. And that exaggdrigar keeps too many people from making
appropriate investment choices.

Investment risk can be an extraordinary stressnfamy. | have seen investors throw up when the vaf
their portfolio dropped by 5%. Others worry themsslsick slowly, over a long period of time. In a
society that judges happiness, security, powempaestige by the number of zeros in a bank account,
perhaps that shouldn't surprise us. Money takessacred aura, and a threat to wealth, even temypora
seems life-threatening.

Risk aversion is not a matter of personal couragenanliness." | know hundreds of combat-tested
fighter pilots, infantry officers, and tank commanslwho cannot make themselves leave their
comfortable, "safe" CDs. | believe in many casesk, aversion is a fear of the unknown, a feeling of
being out of control, or of not knowing how badnidgs might get. Without solid information on the
"threat," risk becomes a Bogey Man 12 feet tall!

The conventional wisdom - that the stock markebimehow treacherous and dangerous - certainly
contributes to the problem. As we have seen, theational wisdom is often wrong. In fact, stocks
have been a highly reliable engine of wealth faiglderm investors. In this chapter, we will demoaist
that market risk is almost exclusively a short-tgrimenomenon which falls over time, and that nongei
part of the market may be one of the biggest ridle|.

Even investors who are comfortable with risk wiinefit from a better understanding of what it ibgne
it comes from, how it is measured, and how it camtanaged. Later we will use this information to
construct "efficient” portfolios to meet your indtivial needs. "Efficient” means that either we whkain
the maximum amount of return for any level of ngé& choose to bear, or meet our rate of return
objective with the least amount of risk.

A World Without Risk

Just for a second let's try to imagine an investmamld where there was only one dimension: rate of
return. Investment choices might look like this:

Investment Returns

Investment A the Obvwvious Choice

_—— =

All returns are certain. Investors would, of coyidecide that more is better. Everyone would want
investment A. No one would consider investmentBektment B would cease to exist as a choice for
lack of takers. Everyone would get the same investrresult, and no one could aspire to a higheraht
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return.
Risk Offers the Chance for Higher Returns

Now let's imagine a second dimension. Investmeaicels might look like this.

Investment Returns

Investment A, Still the Obvious Choice??7?

Risk: The price of higher returns

Investment B offers a known outcome. Investmenmtfoduces an amount of uncertainty. The result
variable.

The Investor's Dilemma

True choice now exists. Investors face a dilemnieyTprefer a certain result. However, they alsotwan
the higher returns offered by investment A. Theytaapped between wanting a certain result, and
wanting more. Some investors will opt for the knowsult, and some will decide to go for the higher
rate of return.

Risk is, of course, the primary concern of investéwcceptance of risk is what separates our "saVing
from "investments." The successful investor mustedo terms with the implications of accepting risk
He knows he cannot have it both ways. He cannog haphigher returns without accepting the
fluctuation. And he must realize that all fluctwets are not positive. Not every day will be uniftym
wonderful. He must be honest with himself abouttbisrance for risk, and resist the temptation to
second-guess himself when the inevitable bad dayear Bad days are built right into the investment
strategy. As we shall see, there should be mang good days than bad, and we will make more during
the good days than we will lose during the bad.iBotakes no sense to pretend that the bad dag4 are
going to come.

Investors who pretend that they are somehow exé&mptrisk set themselves up for disaster. One ef th
very worst things an investoar do is accept a risk with the expectation thaiifiestments will only g
straight up. Markets do not work that way. And aveistor who doesn't understand that will fall piey
the buy-high, sell-low, vicious downward spiral dyome.

The time to fully understand your risk tolerance &me risks in your investment portfolio is befguau
make your investments!

In economic theory, at least, we all have manyed#ht combinations of risk and reward that we would
find equally attractive. If we were to plot all g®combinations, the resulting line would be cadiad
indifference curve. We will have to examine the @apt of indifference curves once more in relaton t
Modern Portfolio Theory. Since | have never fourréal, live investor who has plotted his indiffecen
curve, we won't spend too much time on it. | mastfess that | have no idea what mine would loo&.lik
The amount of additional return which must be @teto an investor in order to pry him away from his
known result is called the "risk premium." The ggation that investors often change their risk
premiums as a result of recent events goes a laygoward explaining market excesses and the
lemming-like behavior of investors.



The Professional's View

Stock market returns can be described as randdnibdisons with a strong upward bias. Over a long
period of time, returns in a market or a particyart of a market remain fairly constant. Periotis\wer-
and under-trend performance are often followed bggaession to the mean.

Distributions around the average line fall in d&eatpredictable bell-shaped curve. Investment mensag
describe investment risk as deviation around tipeeted rate of return. They measure it with stashdar
deviations. One standard deviation will containgl&8% of the expected future returns. A small
standard deviation will indicate a closer groupemgund the average, and less risk.

Bell Shaped Curve

1 8.D. Equals 68% Probability
2 5.D. Equals 95% Probability

3 S.D. Equals 99.5% Probability

Since most of us don't think about standard desnatvery much, this may be a more visual and it
way to look at it. The S&P 500 has an averageahteturn of about 10%.

Risk Concept
S&P 500 - The Trend

10% Rate of Return

The standard deviation of the S & P 500 is abo&b.280 about 68% of the time, results should fall
between -10% and +30%. We might call a returnriglinside this range an average result.



Risk Concept
S&P 500

Standard Deviation 20%

But about 32% of the time, returns will fall outsidf the range.

Risk Concept
S&P 500 - Typical F’erforman_g_

A result may fall outside of one standard deviatimunt within two standard deviation8(Q-to +50%). W
might say that these are unusual returns. Retuithstay within two standard deviations about 95¢6 o
the time, or 19 out of 20 years.

Returns may even get outside of the two-standavéatlen range. The three-standard-deviation raege i
from -50 to +70%. Results will fall within threeasidard deviations 99.5% of the time, or 199 o2Qfi
years. In layman's terms, we might describe atreselr two standard deviations as very weird.

The smaller the variation around the expected tethid smaller the standard deviation, and the lemal
the risk. It's important to understand that risksiot necessarily mean loss. All investments vdityle
from year to year, even savings accounts, so theg b measurable risk. But in the case of savings
accounts, we would never expect to have a loss.

Other markets will have different rates of retund aifferent standard deviations.

Sources of Risk
Risk comes from several sources. Most finance bbokak it down like this:

+ Business Risk- A company may fail, leaving the stock or bond ymwld worthless.

+ Market Risk - Even if you have a strong company, a decliniragk®t may carry your stock
down with it.

+ Interest Rate Risk- The value of bonds varies inversely with interases. Stocks and other
property are also affected by general interessrate

+ Inflation Risk - Your investment may not keep pace with inflatimsulting in a decrease in
wealth or buying power.

« Currency Risk - Foreign holdings may change in value as theevaficurrency changes.
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« Political Risk - The government may do something to harm the@oanclimate. This can vary
from raising taxes, revolution, war, or confiscatmf property, to imposing a minimum wage.

After 22 years of counseling investors, | am coneththat the classic textbooks have overlookedobne
the biggest risks of all: Investor Behavior. Whhere are exceptions, economists are constantlyesna
at the ability of individual investors to obtainckupoor results. In an efficient market, individuahould
not be able to do as poorly as they do. An entism¢h of economics has devoted itself to trying to
explain investor behavior, and how it affects tliegults and the markets. We will have lots moresatp
about that later.

Another risk that we don't find in the traditiorisance books is the very real risk that an investm
management decision in either market timing oniitial security selection may be wrong. Active
investment management always adds additional oc@st,not produce an additional return sufficient to
cover the cost, and may introduce additional nigk the portfolio. The debate over active vs. passi
investment style is one of the hottest in finarf@®eA Random Walk Down Wall Strest mybookshelf
for an entertaining and enlightened discussion.

Risk is Part of the Investment Process

Risk is never going away. It is part of life, ararpof the investment process. Any investor thatit he
has banished risk is just fooling himself. He tragdéd one risk he understands for another he do€sn’
sometimes investors simply choose to ignore soghks.rin particular, investors often underestimate o
ignore the devastation that inflation can causa @red income. Inflation is like a slow-growingrazer.
At first you may not notice it, but eventually iillkill you.

Each risk can be mitigated and managed using vediheld techniques. The trick is to manage your
portfolio to achieve the maximum level of returraal level of risk you are willing to accept, acrae
your goals with the least risk possible, and dgvalatrategy that has the highest possible prahabil
success.

Most investors are risk-averse. If they want areadline rush, they will take up skydiving! You dake
lots more risk than what we advocate here. Butdiggussion is intended for the vast majority of
Americans looking for a sensible college fund,regtient plan, or general wealth accumulation styateg
We will confine ourselves to the traditional liquithrkets, and avoid more risky speculations.

Factors that Multiply Risk

« Concentration of Investments- An investor who held only Pan American, Eas#infines, or
IBM has suffered for violation of the fundamentaléstment principle of diversification.

« Leverage or Margin - We have seen how leverage magnifies risk.

« Options, Futures, or Commodities- Speculation in all these markets utilize extdawary
amounts of leverage and carry the appropriate abaduisk. Most speculators are rather quickly
wiped out. Ironically, these markets exist to allowsiness or investors to hedge risk and insure
themselves against an adverse market move. Usbdimanner, hedgers can usually accomplish
their goal at a nominal cost.

An Investor's View of Risk

Fluctuation is Not Loss of Principal

In the real world, investors define risk in a vayief ways. Mention risk, and many will begin toagine
total, irrevocable, gone-forever loss of their proal.

Fluctuation is not loss of principal. It is justi¢tuation. Here's an example that should make the

difference clear. Let's say you believe that yackyard must contain oil. After a million dollars o
drilling expense, it turns out that there is no Nib matter what you do, no matter how long yowklab
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the well, no matter what happens to the price lpfyour money is gone. You have had an irrevocable
loss of capital.

Let's say that you took the same million and bowgtiiversified stock market portfolio. You then bav
an unusually bad result the first year, and losg.20ell, you have had an interesting fluctuatiout, b
have not had a capital loss if you can refrain fidoing the very worst possible thing and sellinglevh
the market is down. And markets have always re@alar the past. Past history would indicate thiat al
you must do to recover and go on to acceptabletpiisfto hang tight. While an individual stock can
certainly go to zero value, entire markets donttdpt for war or revolution, | am unaware of anyrkea
that has gone down without recovering. As long aewpect the value of the world's economy to
continue to grow, the value of the securities merkall reflect that growth. Equity investors wglofit
and be rewarded handsomely for enduring the agtjoavinat risk entails.

Visualizing Risk

Standard deviations may be a very precise and iadhncorrect way to describe risk, but | donfidiit

very intuitive. If we look at the pattern of retsrim individual markets, we can perhaps get a nmcte
visual and intuitive feeling for risk and reward.

Treasury Bills have low returns and little risk. ¥@u already know, T-Bills have never had a loss, b
don't earn enough to provide meaningful real return

Annual Returns 1926 - 1993

Treasury Bills

100 AVg Ret. = 3.68%

Long-term Treasury Bonds have displayed a surgyiamount of volatility as interest rates change.
Many investors with "safe" government bonds or Fggade corporate have been shocked to see how
much their capital account varies as interestch#anges.

Annual Returns 1926 - 1993

20 Year Treasury Bonds

100 AVg Ret. = 5.04%

Commercial bonds show some increased risk, blihstie disappointing returns.
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Annual Returns 1926 - 1993 Annual Returns 1926 - 1993

20 Year Corp. Bonds S&P 500

. Avg. Ret. = 5.59%

Avg. Ret. = 10.33%

100

a0
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Turning to stocks, the S&P 500 shows an increassalat of risk, but has generated meaningful real
returns.

Small company stocks have even higher returnsalsatthe highest amount of variation. Not everybody
wants to endure this much fluctuation in their asds. As you can see, it can be a wild ride.

Annual Returns 1926 - 1993

Small Compgny Stocks

Avg. Ret. = 11.66%

100

By looking at the previous series of graphs, thati@ship between annual (short-term) rates afrret
and risk becomes pretty clear.

Market Risk is Short-Term Risk

But short-term results aren't the whole storyhé#tis all you focus on, you will miss the boat. G&ssful
investors know market risk is a short-term riskt th@matically decreases over time. The longer ald h
a risky asset, the more risk decreases. Let'sdottke S&P 500, for instance. The longer we hoéd th
asset, the lower chance of loss. There has neeerd&ss during any single 15-year period sin@619

Risk Falls over Time
Look how the pattern of returns changes as weau ft- to 5-, 10-, 15- and 20-year holding periods.
You can see that there is much less variation dudnger holding periods. While the chance of ligss

reasonably high (30%) in any one year, it fallsabp Even during the Depression and in the 1970s,
there has never been a loss while holding the S&Pfér 15 years or longer.
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Risk Decreases With Time
Annual Returns 1926 - 1993

| |||| il ‘l. b Ll
L

Risk Decreases With Time
5 Year Returns 1926 - 1993

100

Risk Decreases With Time
15 Year Returns 1926 - 1993

So market risk decreases with time.

How Often Can You Expect Losses?

Risk Decreases \With Time
10 Year Returns 1926 - 1993

Risk Decreases With Time
20 Year Returns 1926 - 1993

Here is another way to look at risk. In any oneryssiod, there is a 30% chance that you may ndema
money. An optimist like me would say that thera i80% chance of gain. Now, | will deny till my dgin
breath that stock market investing in any way rddesigambling. But if it were gambling, the odds
would be stacked heavily in your favor. A race kraouldn't last an afternoon with odds like thatidA
look how quickly the odds improve as time passes.
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Chance of Loss - S&P 500

All Periods 1926 - 1993

5 Years 10 Years 15 Years

H Chance of Loss

How Bad/Good Can It Get?

Investors may be concerned with a warase analysis. They often think: "What's the wiiisty that ca
happen to me?" As we have seen, in a one-yearderishorter, results can vary dramatically. Over
time, a different pattern emerges. Here is a basg,cworst-case, and average-result analysisdor th
markets we have looked at for all 20-year periodhe last 60 years. Notice that the warase result fc
equities almost equals the best-case results ®itl3 {a good proxy for most savings instrumenés)d
the average result for equities exceeds the bsstfoa any debt instrument.

Best/\\Worst/Average Returns

20 Year Periods - Last 60 Years

How Often Will You Beat Inflation?

Some investors may view risk as the chance of eatihg inflation, the failure to obtain real ratds
return, or losing buying power. Here again, stqué&dorm very well for long-term investors. The chan
of beating inflation starts out better with stoeksl rises to certainty at 20 years. No one who tiad
S&P 500 for any 20-year period since 1926 has faed to beat inflation. The chance of beating
inflation with bonds is lower than with stocks iarky years, and falls sharply over time.

Chance of Beating Inflation
Stocks V. Bonds 1926 - 1992

“:”] -
) Year ars 10 Years 3
LT on s
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The Risk-Reward Line

So each of the asset classes we have examineothas kate of return and a risk associated with it.

Risk/Return Statistics 1926-1993

Asset
Category
Small Co. Stocks
Common Stocks
Corp. Bonds

Return %

Leng-Term Govt's
U.S. T-Bills

And if we plot the risk against the reward, we campewith the risk-reward line we all know intuitiye
exists.

Risk Reward

Foreign

Comm Bond S&P 500

The markets are far too efficient to allow highates of return without increased levels of risk.they

are so fond of saying at the University of Chicddere ain't no such thing as a free lunch” (a.k.a
TANSTAAFL). An investment proposal in violation tife "free lunch” rule is an early-warning
indication of a con job. Investment results fanfrthe risk reward line are just not going to happen
There is never a high return without high risknifestors would keep that rule in mind, most of the
boiler-room operations would be out of businessgat, and many of the horror stories we have dhear
would never have happened.

Risky Business

As we have seen, there are several ways invest@ys/iew risk. Investors might want to considehiét
real risk they face is the failure to meet theialgolf so, they will want to construct portfoliagich

have the highest probability of meeting their godlse paradox they must deal with is that what appe
risky in the short term turns out to be very comagve in the long view. The longer your time horiz
the more certain you are that stocks will outperf@alternatives. Given the higher rates of returns
associated with stocks and the high probabilitgttdining those superior returns, what long-term
investor in his right mind would want to be prossttigainst that?

An appreciation of risk will make you a better ist@. Hopefully we have cast some light on the
dimension of risk. Risk is real, and it is builjhi into the investment process. But it may noabgreat
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as many Americans think. It's not a Bogey Man B fall. And risk shouldn't prevent you from making
rational investment choices. Still, it's the cehprablem in investment management.

Most of you have probably realized by now that wigh in equities so closely related to holdingipey
time must be a very important dimension of the gtneent problem. We will need to pay close attention
to time horizon as we design portfolios to meetryspecific needs.

No one can eliminate investment risk, but thereefiective techniques to manage and mitigate egud

of risk. We will deal with the classic risk-managamtechniques in the next chapter, which will be
online April 11. Later we will explore Modern Pastio Theory, a great advancement in reducing rigk b
properly balancing and structuring your holdings.
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CHAFTER 3

Taming the Beast

Risk is the central problem in the investment pssc&pecific techniques allow investors to mitighte
effects of each type of risk. In each case, at, blesse techniques offer limited relief. In otherds, you
can get a lot of help, but there are no miraclesur

As we discuss each of the classic risk classagim temember that while none of us can entiretyichv
risks, we can pick and choose the risks we widbetr. Also keep in mind that we should expect to be
compensated for risk, and that without risk, no co@ld expect rewards above the zero risk ratetofm.
Having said that, please understand that | am avdGating excessive risks. Investors should caseful
evaluate which risks they will bear, and chartratsgy with the highest probability of maximizirigetr
rewards.

Don't take this discussion to an illogical extrefRecently the airways have sprouted infomercials
advocating everything from penny stocks to spemnatin home heating oil or soy bean futures. Each
carefully explains that there are risks but alsparfunities for huge rewards. These are suckes ti@p
almost sure disaster. Keep a healthy le¥ekepticism, and remember that there arelstsl of con artist
out there. There is a basic difference betweenstments in which you should expect to make a profit
over time; zero-sum games in which you should expeentually to get wiped oug&mbling, options an
futures); and fraud, where you never have a chgrary stocks). Always remember: "If it sounds too
good to be true, it probably is."

Business Risk

Business risk is the risk most investors first ecdeis Many fearful investors see their investmdagig
wiped out by a business failure. A business needaildo cause your holdings to be unprofitabtecdn
come on hard times, which will severely affect tvlatie of its securities.

Even large, established institutions can disappeddenly and without a trace. Over a two-year jgerio
Miami residents lost three major internationaliags$, their largest bank, and their largest savangs
loan. Equity investors received nothing.

Entire industries can decline and fade as theidycets become obsolete. There are few remainingybugg
whip manufacturers, and we can assume that equigstors in that once-thriving industry are dissetd
today.

Other industries find themselves unable to comipegeshifting global economy. America no longer
manufactures a single color TV set. Our shoe inglusts almost vanished. Again investors in indiaidu
firms have suffered.

Disasters can strike at any time from strange anekpected directions. Utility investors suddenlyrid
themselves evaluating their atomic exposure afteed Mile Island. Orange County bondholders endured
a different type of business risk when they foumat itn obscure bureaucrat had put one of the tiches
counties in the country into bankruptcy. Texaca ohthe world's largest oil companies, found ftsel
bankruptcy after it interfered in an acquisitiondyelatively tiny competitor.

We live in an age where that which should nevepkap does!

Of course, investors have every right to find th&ressing. Fortunately, this risk can be reduoetie
point of insignificance. Diversification is the iagvestor protection strategy. Diversificatiorfest the
only free lunch in the investment business. Ifrarestor owns a single stock, and that company goes
broke, the investor has lost his entire portfdlidthe company that went broke is only one-tentlooé
percent of the investor's portfolio, the investdl tnardly notice. Single companies often go brokatire
markets do not!

As the number of positions held increases, businsisgalls very rapidly. Statisticians often clathmat as
few as 10 to 15 stocks will offer adequate divéraifon, and that after that, further risk reductreaches
a point of diminishing returns. As a practical ragtinvestors of very modest means can own divedsif
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portfolios of thousands of stocks by usingload mutual funds or other pooled investments. B2ss rist
is effectively removed as a serious concern.

It's very important for investors to understand #isgpected rate of return does not fall as a regult
diversification. Only the variation around the exfeel rate of return falls. And, variation is risk!
Investors are never compensated for a risk thgtabeld have diversified away. Securities are tice
assuming that investors hold diversified portfalidbnost any basic finance textbook will explaireth
math, and no one with an IQ over room temperatultedispute the benefits of diversification. You yna
assume that this is a fundamental, undisputed.truth

Here's another fact of life: For every fundamenialjisputed truth, eventually someone will devise a
ridiculous distortion. Diversification has been dse a rationale for some pretty dumb investment
schemes. In the name of diversification, everytlirogn collectable plates and dolls to oil wells|dyo
diamonds, oil paintings, futures, commodities anehemore blatant scams have been palmed off on
unwitting investors by slick salesmen. While divigcation is the best thing an investor can dogduce
portfolio risk, a dumb investment is always a dumkestment.

The rational investor will consider the merits ath investment before she includes it in her photfo
Investments should have attractive risk-reward attaristics a well as add a diversification benefit to
portfolio. We will come back to diversification efft when we discuss Modern Portfolio Theory.

Market Risk

No matter how many issues we hold in a market,imeéethat there still remains a risk that won't geag.
What we are left with is market risk. Market riskaften called "non-diversifiable" risk. No mattesw
well an individual company performs, its price niyaffected by broad market trends. Any neophyte on
Wall Street will quickly tell you that "a risingde will carry all boats,"” and "few stocks can svagainst
the tide."

Earlier we made the argument that market risk wasapily a short-term problem. As a result, equity
investments are not suitable for short-term obiayest | use this rule of thumb: Any known obligatio
coming due within the next five years should neaecovered by variable assets (stocks or long-term
bonds.) In addition, investors should have alhe&iiitinsurance needs covered and a healthy castvees
before beginning a longerm investment plan. | never want to be in a pmsidf having to liquidate stocl
at a loss to cover an expense | should have aatezp

Markets do not all move in the same direction atsame time. A properly diversified portfolio wilave
assets in several markets or segments of marketsost years, this will offer significant reliebin
market risk. However, investors who violate thevpres five-year rule do so at their peril. The pEop
allocation to markets to obtain the maximum berfediin this effect will be the subject of a lateiagier
on Modern Portfolio Theory (MPT).

Interest Rate Risk

Interest rates affect investments in several ways.

First, as interest rates rise, the value of exgstionds falls. Consider a bond that was issuedratvjth a

7% coupon rate. One month later interest rategasa to 8%, and the company issues new bonds at the
8% coupon rate. You are an investor with a sumafiey considering both bonds. Would you rather have
7% or 8%7? Of course, you would like the higher amupeing currently offered. So, in order to induce
you to purchase a 7% bond, the holder will haveutathe price of the bond below par. At some price
below par, the 7% coupon, plus the appreciatiowéen the discounted price and par, will make the
bonds equally attractive to you. But the originaiher of the 7% bond has had to sacrifice princyadlie

in order to unload his bond. Of course, if interases fall, bondholders will enjoy capital appegicn.

The rise and fall of capital values introducesréoss risk in what many consider to be a "safe"
investment.

The longer the remaining life of the bond, the mitwebond will be affected by changes in interatts.

A bond with one week until maturity will be virtdglunaffected by even large changes in prevailatgs.
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However, the holder of an identical bond with 3@ngeuntil maturity will be whipsawed rather violgnt
by even small changes.

Because of this increased capital risk, longer-teomds usually must provide a higher return thamteh
maturities. If we were to graph the yield to maguaf a bond at different maturity lengths, we wbul
normally see an upward slope. This is called atpesyield curve. At times during the economic &jcl
long-term rates may not offer any enhanced yielsh&durity over short-term rates. This is calledih ér
inverted yield curve.

Bond managers spend a lot of time studying yieldesiin order to define the optimum point of yiedd
risk. Conservative investors will prefer to accamall decrease in yield in order to have a ldeygease
in risk. More aggressive investors will prefer thgportunity of capital gains in longer-term bontihey
forecast falling interest rates.

Bond traders also spend a lot of time trying t@éast future interest rates. Such forecasts aczioosly
inaccurate, and anyone with a success rate of4#ris entitled to consider himself an expert.
Bonds of high credit quality are less volatile thawer-rated issues. Of course, they must normally
provide a higher yield to maturity to compensaieestors for the additional default risk they carry.

If a bond manager was convinced that interest ria&e going to rise, he would shorten the average
length of his portfolio, and seek higher qualityhtds. If he is right, this will preserve his prinaip

Maturity vs. Duration

Recently a great issue has been made of the differleetween maturity and duration. Maturity meaisg
what it implies: the date the bond will mature aedeive the principal back. Duration is linked tawh
much time a bond requires to pay off the princgddts coupon rate. Because the largest part ofdhee
of a bond is the stream of coupon payments, boritishigher coupons should carry less capital ridte
price at which a bond is purchased will also affectiuration. A bond purchased at discount wiltdha
shorter duration than the same bond purchasegranaum, because principal will be repaid faster thu
the lower cost basis. Many mutual funds report laattrage maturity and duration to help investors
evaluate the risk of the portfolio.

Does Capital Fluctuation Matter?

Investors who plan to hold a bond to maturity maydss concerned with capital fluctuations alorgg th
way. They reason that they will receive their pipat at the agreed date and have already receinved t
agreed income. However, the capital account acelyregflects the investor's position. For instariegs
examine the case of an investor who invested $00a07%, and then found herself in an 8% interest
rate environment. Her capital account is down. kta&l previously chosen to keep her $100,000 in cash,
she could now buy a great deal more income fdmi reverse is also true. Had interest rates fati¢he
previous example, our investor would have a capipgleciation, and more income than she could now
purchase with his cash.

Effects on Retirees

Interest rate risk also refers to the risk that yaay not be able to reinvest your principal atsame rate
you had when your bond or CD reaches maturity.rAfteft the Air Force in 1972, | moved to MiamioF
years, my neighborhood was full of retirees who é@d businesses or taken their pensions and exwest
them at the prevailing high in&st rates. Life was sweet with interest rates oess of 12% and "no risk
Big boats, lavish parties, and country clubs wkeertile. However, over time, the big boats werédacsgul
by smaller boats, and then no boats. My friendgptd showing up at the club. Eventually thesegesir
left the neighborhood and purchased smaller apatsnilone of them had lost interest in boats and
parties, or felt their houses were too big. Whaigdemed? The income from their CDs fell apart! Eavle

a CD matured, it was rolled over at a smaller raiteally expenses exceeded income, and sometirae aft
they realized that their principal was shrinkirfigyt disappeared.
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If we examine the variation in income from CDs, fivel that it is very high. From 1981 to 1994D rates
fell from 17.27% to 3.69%. In other words, inconet by 80%! Of course, on an after-inflation basie
results were even more disastrous.

The school-book answer for interest rate risk iartange a bond portfolio so that maturities aaggtred
over time. That way not all the portfolio is rollegier at any point, and over the economic cyclesrana)
average out.

| would propose that it is inappropriate for loregrh investors to place all or even most of thespoteces
in CDs, T-Bills or bonds. Had retirees in 1972 iaged a diversified portfolio including stocks,eign
equities, bonds and CDs, today they would be wgalRht their perception of risk prevented them from
making that decision. To them, equities were risind CDs were safe!

Other Interest Rate Effects

Investors must also be aware that the level ofasterates in the economy will have a major infleeon
all other capital goods. Stocks become less attmttt investors during times of high interest satéven
if risk premiums don't change, the zero risk raiesggup with high interest rates. The resulting @igh
return requirements will cause stock prices to i@t High interest rates are often associated with
inflation expectations, generally a sign that tber@my is not healthy. Interest costs will impamng
businesses much more than others. Financial ihstisiand highly leveraged companies will suffer.
Higher costs to finance real estate will have aomiappact on that market.

Some stocks act very much like bonds during therést rate cycle. For instance, utilities and REAMes
often purchased for their dividends by yield-hunigryestors. Rising interest rates will tend to aessr
these stocks in particular.

Currency Risk

International investors quickly discover curreniskr Of course, wherever we live, most of us coasid
the local currency as the "real money," and eveatyl®se's money is "funny money." So, we have a
natural reluctance to trust foreign currencies. &udn if we choose not to invest in foreign marketse
of us can avoid currency risk. If the value of tagal currency falls, we become poorer because many
things we purchase from other countries will costen

After World War I, the U.S. dollar emerged as gremier currency on the planet. While still a major
world currency, events since then have seen the alosion of the once-mighty dollar. As the world
recovered from the war, often with generous econdraip from the United States, it was natural that
other currencies should rise in value.

To be fair, America's role as world policeman anpespower have contributed to the problem. Whatever
else it may have been, the nuclear umbrella wakadp. However, our failure to maintain responsible
fiscal policies, and a chronic balance-of-paymemd-trade problem, have accelerated the slide aimym
respects, currency devaluation may be seen assantdlar to inflation, imposed by the invisible than

an often-unwitting spendthrift society.

Americans should be concerned about this loss yihgypower. As a society, we simply do not possess
the political will to reverse the long-term decliokthe dollar. But American investors can parnidledge
by holding assets outside of the United Statess iBha powerful incentive to invest internationally
International equity and bondholders are affeated different manner. If you hold stock in a foreig
brewery and the country's currency devalues, tleetedn beer sales may not be very great. The \&lue
the business may not be horribly impacted, andbfog-term investors the net result may not be very
noticeable. However, if you hold a bond, you magezience more dramatic effects. You have had a real
loss that may not be made up soon. (The revesadrue. You will benefit from an upward valuatip
Americans holding foreign bonds have had reasondibppointing returns for the amount of risk they
have endured, while Americans holding foreign ssdave had very satisfactory returns.
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Theory of One Price

There is good economic reason for bonds to be aicgetly affected. The T-Bill is a zero-risk investnt

for Americans. A short-term investment in Germamegament paper would be a zero-risk investment for
a German. There is no particular reason why two-riek investments should sell at far differenegain
different markets except for currency risk. If th@vere no currency risk, normal arbitrage wouldchelate
the difference in returns. So most economists belibat differences in real interest rates are atmo
exclusively a reflection of currency risk expeatas.

To Hedge or Not to Hedge? That is the Question!

In the short term, currency risk can be ratheressing. Local market gains may be offset by losses
currency. Or even worse, local market losses cbeldompounded by currency losses. So every
international investor must decide whether he vdsbehedge against the currency fluctuations. Most
developed markets and some emerging markets ceadig hedged for currency risk. But there is dhig
price in performance. For instance, a perfectlygeeidforeign bond portfolio would perform exactlydia
T-Bill minus the transaction costs of the hedgé&hig again demonstrates that without risk, thereis
prospect for higher returns.)

Portfolio managers are sharply divided on the sulgéhedging. Some take the position that curraisty
will work itself out in the long run, and the prioéhedging isn't worth it. These same manager$imig
argue that attempting to forecast currency swimgksta structure the portfolio accordingly can add
another element of risk if they are wrong. Aftdr flrecasting is always difficult, especially ifdoncerns
the future. Others believe that they can propentgdast currency swings and add value while reducin
risk. The weight of the evidence seems to favoutidiedged approach. In any event, Americans hgldin
foreign equities have benefited greatly from tloeirrency exposure for at least 40 years, and no end
seems in sight for the long-term decline of thdadol

Other Currency Effects and Problems

As with any other trend, there will be winners doskers. Portfolio managers attempt to developeggras
based on the relative impact on various areasrahgstries of currency shifts. As almost every
schoolchild knows, exports are made more attraengetourism bolstered by a falling currency. Impor
become less affordable, foreign vacations lesadiite. But beyond these elementary effects, many
interesting trends develop that cause either pnobler opportunities for portfolio managers.

As has been demonstrated recently in Mexico, cagrehanges can have serious effects on the local
economy. Mexico provides almost a worst-case exan#gter their devaluation in late 1994, we expect
major economic contractions, very high interestsabusiness failures, and inflation. Predictatbig,
market tanked. (Of course, there is a chicken-aygdpeoblem here. The economic problems probably
caused the currency changes.)

Many foreign governments have tied their currentethie dollar. As our dollar falls, their expoaiso
become more affordable, and the trend contribatdiseir economic development.

Most commodities still are quoted and traded ifaitel Companies, industries and countries that are
heavy commodity users will benefit from a fallinglldr. For instance, if a German company consumes
large amounts of oil, and if the dollar is weakiagathe German mark, their price of oil will dease
even if the nominal price of oil remains flat. Tlaimpany will experience lower costs, and havedigh
profits as well. These profits should increasesthare value of the firm.

American investors holding foreign stocks will ptpbr at least offset some of their losses in dsine
holdings. The long-term dollar weakness has bediatanct advantage to America's international
investors. As with most market trends, there amasional periods of reversal. But the average Acaali
fear of currency risk would appear unjustifiedight of other benefits of foreign investing.
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Political Risk

For good or evil, governments at all levels haweemendous impact on the investment climate. Wenoft
equate political risk with international or emergimarket investing, but our own markets are just as
sensitive. You don't have to have an insurrectioexiperience political risk. Political risks inckithx,
trade, regulation, education and social policiego&ernment's attitude on capital and businesdisets
stage for either success or failure of their econom

Political risk is not always negative. If we candia country where political risk is falling, weght
expect earnings in the economy to increase ascthreoeny expands. But we also might expect that P/E
ratios will expand as a result. Investors will demaegsirisk premium; put another way, the cost oftab
will fall. One of the highest profile internationgvestment advisors seeks out countries wheréigadli
risk is very high but improving. (Of course, youldtave all the problems of forecasting.) Ameringhe
'80s, the U.K. under Thatcher, and many emergindietsibenefited by enlightened governments' crg
more optimum conditions for capital and marketthtove.

A Bite out of the OId Free Lunch

As you can see, portfolio managers have a full nedriachniques to reduce risk. Many rely on foréxas
and the result will be only as good as the forec@wine rely on hedging, which will add cost or relu
returns. The one free lunch we have discoveredrsis fliversification. But diversification has omere
dimension that we must explore: Modern Portfolie@dty. This theory adds a new level of risk control
which has revolutionized how many large instituaew the investment process. Investors of more
modest means can also benefit. In the next chdptehow you how!
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CHAFTER 4

A Nibble from the Free Lunch

Spend a little time wandering around the Universithicago and you are likely to spot joggers with
some unusual T-shirts. The shirts appear to handvingting and scribbles all over them. If you ingi
you will be told that those are the signaturesliaha faculty that have won Nobel Prizes! The @msity
is a world-class institution in many areas of stualyt in finance and economics it totally dominatés
other institution is even close.

You may also spot T-shirts emblazoned with TANSTAARhere ain't no such thing as a free lunch").
TANSTAAFL is more than a religion at Chicago. Fleeches are identified and rooted out with the
passion and conviction of the Inquisition. At Clgoait is great sport to debate the implicationsaaf
deductible lunches, or tax-subsidized school luschdrue Chicago graduate will deny to his delasi t
there ever has been, or ever can be, a free limagstors everywhere would be well advised to adopt
TANSTAAFL as their personal credo. Beware of thesaan offering free lunches!

Harry Markowitz is a very bright star in Chicaggalaxy of superstars. His Ph.D. thesis laid the
groundwork for Modern Portfolio Theory (MPT) androdutionized finance. Legend has it that
Markowitz wrote the paper in a single afternoomhi@ University of Chicago Library in 1952. The pape
was later edited, expanded and publishedagolio Selectionand the contribution earned Markowitz a
Nobel prize in economics in 1990.

Ironically, Markowitz's paper almost didn't earmhitis Ph.D. The review committee had grave doubts
about whether it was pure enough economics! Tlay,sand many more about the founders of modern
finance and their contributions, is told in the h@apital Ideas See mynvestment bookshefbr a
complete citation.

What follows is a simplified description of Modéportfolio Theory. My aim is not to turn you into an
economist, but to demonstrate how investors cartMIBE to control risk. If you have an interest in
finance and want a further explanation of MPT,commend you go to the source and read Markowitz's
Portfolio SelectionThe book is very readable, even for those of lng are mathematically challenged.
Markowitz does us all a great favor by alternatimg chapters of text with mathematical calculations

Markowitz starts out by assuming that we are ak-averse. He defines "risk" as a standard dewiatio

expected returns. However, instead of measuritkgatishe individual security level, he believeghiould
be measured at the portfolio level: Each individoaestment should be examined not on the basts of
individual risk, but on the contribution it makesthe entire portfolio.

Now comes the great leap forward: In addition ®tihio dimensions of investment, risk and return,
Markowitz considers the degree to which investmeatsbe expected to move together. The third
dimension is the correlation of investments to anether (or co-variation).

While Markowitz considered the impact of individ&curities in a portfolio, today many advisors use
MPT techniques with asset classes in lieu of imtligi stocks to construct globally diversified polits.

Correlation is a very simple concept. If investnsesitvays move together in lock step, they haveegerf
correlation, and that is assigned a value of +thdf/ always move in opposite directions, they have
perfect negative correlation, and that value idf-fou can tell nothing about the movement of one
investment by observing another, they have no [@ioa, and that relationship is assigned a vafug o
Of course, two investments can fall anywhere orspiextrum between +1 to -1 in relation to one agroth

For instance, many factors will affect all airlingtsonce. Interest rates, cost of labor, the cenfté of
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flyers, landing fees, regulation costs, and the cb&uel are very much the same for American, &gdinc
United. We would expect that the price of theicksowould tend to move together throughout the etark
cycle. In fact, the price of the stocks often mtagether. They are strongly correlated.

Often factors that are good for one industry aikfioa another. Let's look at oil companies andraes.
Fuel is a large expense for airlines. If the patéuel goes up, we would expect that oil compamids
profit, and airlines will suffer. As a result, tpece of their stocks should move in opposite dios.
They often do. They have a low, or negative, catreth.

So, how can we use this knowledge?

Imagine that somewhere in the world we can find lnige-risk, high-return investment. As it goes
through the market cycle, it might look like this:

Risky Investment A

15% Rate of Return - 50% SD

Let's also imagine another high-risk, high-retunveistment somewhere else. This second investment ha
perfect negative correlation with the first. Evéirge the first goes up, the second goes down, aed v
versa.

Risky Investment B

15% Rate of Return - 50% SD

O

Perfect Negative
Correlation

If we put them together in a portfolio, the comlarportfolio will have high return and zero risk! @t
term gains in one holding are exactly offset byéssin the other,ub because the underlying trend in k
investments is a high return, the combination hlagla return.
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Resulting Total Portfolio

15% Rate of Return - 0% SD

(=<
o‘@isky Assets With

Perfect Negative Correlation
Equals Zero Risk Portfolio

Time for a little reality check. In the real worlde never find two holdings with perfect negative
correlation. But the good news is that we don'drtee Any correlation less than a perfect positive
correlation will reduce the risk in the portfoliBisk has not been removed: There ain't no sucly théna
free lunch! But perhaps Modern Portfolio Theoryeosfinvestors a discounted lunch. Or maybe iteea f
nibble!

The implications of this are staggering. For thmstfiime, investors are able to construct portkfiee of
the old risk-reward line. In mathematical terms gortfolio has a rate of return equal to the wisdh
average rate of return of the holdings, but thie msly fall below the weighted average of the pdidfo

We have come to the point where we must conclualevthere most diversification is good, some is
better than others. We get a better diversificatienefit by including an airline and an oil compamypur
portfolio than holding two airlines. Classic diviéiation reduces business risk. But divestion, in the
sense that MPT uses it, can actually serve to eetharket risk. Ideally, we will want investmentath
combine attractive risk-reward characteristics Wath correlation to our other investments.

| must be clear here. | am not lookiray &in opportunity that simply offers the chancéot® money whil
everything else is making money. To me that'sgnsther dumb investment. | think that each inveatme
in my client portfolios must contribute to expecteturn.

There is another (perhaps even rational and rebi®naoint of view. Many practitioners will incluge
asset like gold purely for its low correlation witther asset classes. This may be a purer poinewf
And perhaps this approach leads to a lower pootfidk. | look at gold's 20-year low rate of return
combined with its high fluctuation (risk), and d#einot to waste a percentage of my portfolio omh tha
asset.

The math is very heavy-duty, because for each tmesst we must factor in an expected rate of retairn,
risk, and the correlation to every other investnveatare considering. The required data grows
exponentially as we increase the number of poshitiidings. Even worse, for just two assets, we must
consider an infinite number of possible portfolidge all know that we cannot have more than aniiefin
number of portfolios. So, | will leave it to the thamaticians to decide what happens when the pakent
number of assets in our portfolio grows over twho3e types of puzzles always made my head hurt. The
answer may be closer to Zen than math. In any etlemmath cannot be done without some heavy-duty
computer power.

Markowitz laid out the math in his paper in 1958¢ anost people thought he had it nailed. But
Markowitz had to wait more than 20 years -- urité tnid-1970s -- to get his hands on a mainframe
computer to prove that he had it right. Markowitnfessed that that was the happiest day of hisrde
the day he won the Nobel Prize! At the time, algimgn of the optimization problem @mainframe co:
as much as a brand-new car. Today, the definitidreavy-duty computer power has changed. You can
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do the same example on an old 8088 PC in a heartbea

In a portfolio of a certain number of holdings, yohe possible combination will result in the maxim
possible return for each amount of risk we miglsuase. Markowitz called this optimum combination of
holdings "efficient." Any other combination of hahds will result in a lower return at that samedieof
risk. These inferior combinations are less effitidéihwe graph the efficient portfolios against werious
levels of risk, the resulting line of best possitdenbinations is called the "efficient frontier.appily, the
efficient frontier falls above the old risk-rewdnde.

Risk Reward

eward

Efficient
Frontler

Additlonal
Reward

Every point on the efficient frontier offers thevestor the highest return for a particular levetisik. But
the investor is still faced with an infinite numtmrefficient portfolios, and must decide how muigk to
take. The theoretical answer is this: Select thfg@m on the efficient frontier that is tangewt ltis
indifference curve! | personally think that answige this give economists a bad name. No wonder we
are considered rather boring and a little weird stommes! Later, | will outline some ways investorght
reach a more real-world conclusion to this questionhe meantime, if you should meet an investoow
knows where his indifference curve touches theieffit frontier, please have him contact me. | would
like to meet him - | think!

The MPT optimization process allows the investoapproach the investment decision from two
perspectives. He can start by deciding how mudhhisfeels comfortable bearing, and then seek the
optimum level of return at that point. He mightrfra the problem like this: | want to be 95% cer{@wo
standard deviations) that | endure no more thabla decline in value during any one year. An advisor
can then construct a portfolio that has the highessible expected return within that risk crite@a the
investor can frame the problem like this: | needdbieve a 12% rate of return, and want a portfolido
that at the least possible risk.

Is MPT a free lunch? No. But MPT is an incredibbmgrful tool to manage risk and construct portfslio
to meet various constraints. More than any othesqre Markowitz has dragged portfolio management
out of the Dark Ages. As we shall see, MPT hastsuitigl limitations, and isn't a cure for risk. By
financial management is still somewhere betweearatdtscience. But we have come a long way from
alchemy. Investors who wish to achieve anythinge&lm an optimum performance must not ignore MPT.
The investment problem is multi-dimensional. Thgsd&hen you could solve the investment problem by
wandering into your nearest brokerage and lettiegfitiendly salesman select a few good stockscarg |
gone. If your advisor isn't using MPT, get anotagvisor.

In the next chapter [online May 9], we will examinst how far the MPT revolution has spread, lobk a

some of its practical limitations, and consider sxamples that demonstrate concrete benefits for
investors.
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CHAFTER s

Travels on the Efficient Frontier

When Harry Markowitz defended his dissertation oodrn Portfolio Theory in the early 1950s, it's
doubtful that anyone present had any inkling oftteenendous impact it would have on modern finance.
But the revolution didn't exactly spread like witéf it took a long time for the impact to be felt.
Academics labored away in obscurity, steadily bodda wealth of knowledge until the world was ready
for it.

For the most part, Wall Street ignored the acadeniibe old ways were good enough, and change would
have imperiled many of the Street's most sacrethsnyauring the early eighties, a few academics
infiltrated the large houses and institutions, thely were considered slightly unusual. More than an

other event, the crash of 1987 focused Wall Stre¢tiention on the need for better understandirigeof
world's markets. Wall Street was ready to listéheast at the institutional level. Today, finaricia
economics is in vogue, and academics are widelgudted and sought after by large money managers.

Even the law is rapidly changing to incorporateredats of the new financial theory and practice.
Fiduciaries run substantial personal risk if thay to follow MPT basics. The old "legal list" opproved
investments is long gone, replaced by an "expafetstal prudent man rule” for fiduciaries. Risk is
required to be measured at the portfolio level, mmdingle asset is deemed too risky for a prudent
portfolio. Rather the impact of the asset on thefplio as a whole is deemed the appropriate Bshsior
trustees and other fiduciaries are now requirguroperly diversify, follow a written investment poy,
consider possibilities for profit as well as risdkd@ss, and build asset allocation plans with appetge
attention to expected rate of return, risk, andedation of investments.

What practical benefits does Modern Portfolio Tlyg@dAPT) have for investors? How can you apply this
to your needs? Let's look at a couple of real-wdrid simple applications.

Improving an All Bond Portfolio

First, let's look at the case of a retiree livimghos portfolio income. His primary concern is gadety of
his principal and income. He presently holds afpbot comprised exclusively of government bonds.
Recently he has noticed that his income isn't gaméar as it used to, and the gyrations of hisgyal
value have been disconcerting. He doesn't wan angithing risly, but he is curious about how he mi
improve his situation.

Our retiree finds himself stuck on the old risk-eed/line. Let's examine his portfolio of 100% lotegm
government bonds (Portfolio A). By itself, it isa'very efficient portfolio: risk is high comparealthe
meager total return. The expected return is 5% wibandard deviation (risk measurement) of 11.7%*.

Fo o A

Expected Return 532, Standard Deviation

Bxon -:l-:--

Before the advent of MPT, the traditional answentweasing his yield would have been to creep ever
further out into the risk spectrum with bonds sffito high-grade corporate bonds, then junk bosalsh
with a growing risk. But MPT expands the list otiops.
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From his start position on the risk-reward liney amovement either upward (more return) or to ttie le
(reduced risk) improves his position. (Every invesht manager longs to be in the Northwest Quadrf
the risk-reward chart.)

Sefn

W B

Enhanced Relurns

Eeduced Rislk

If we add different combinations of cash and stoakis possible either to substantially improveuras
without increasing risk (Portfolio B), or to drantaily reduce risk without sacrificing returns (Kolio

C). Paradoxically, addition of a more risky asset actually reduce the risk in the total portfolldilis
occurs because cash, bonds and stocks often mahéerent directions during market cycles (low
correlation). MPT proves that the risk level of ff@tfolio as a whole should be considered paramoun
rather than any separate component.

Portfolio B contains 50% stocks, 35% bonds, and t&%h. The expected rate of return has increased to
8.4%, while standard deviation has remained 11.4%uch higher return, no more risk.)

Fortfolio B

Expected Return 8.4, Standard Deviation 11.7%

Portfolio C contains 20% stocks, 5% bonds, and ¢8%h. This combination achieves the original 5%
expected return, while lowering the risk to 4.9%nskard deviation. (Same return, less than halfigke)
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Historical returns from 1926 to 1992, courtesy litban and Associates. Cash based on 30-day Treasury

Bills, bonds based on long-term government bonald,stocks based on the S&P 500 index. Historical
returns are no guarantee of future performance.

International Investing and Modern Portfolio Theory

Here's another example: An investor holding a pbafof large domestic stocks would like to see if
international investing would improve his positibte is comfortable with equity risk, but would like
improve his returns, or lower his risk.

Here are various mixes of domestic large stockgesented by our S&P 500 index, and foreign large
stocks of developed nations, represented by Mo&ganley's Europe, Australia, Far East (EAFE) index.
The foreign stocks have both a higher return asidthan our domestic market. You might expect fisat
we mixed the two together the resulting portfolionbinations would fall on a line connecting therat B
you can see that as we add foreign stocks to a stenportfolio, return increases (moves up) ankl ris
decreases (moves left) until we reach an optimusitipa at about 60/40 domestic to foreign. The
combination of lower risk and higher returns is wing feel so strongly that global diversification is
essential for all investment portfolios.

Benefits of Modern Portfolic Theory
International Investments

Lower Risk and Increased Returns
Lising Assets With Low Correlations

Inlermational Divaerzilicalian

= EAFE

International Investments (click on image for full-size chart)
International investing has two key benefits for é&man investors: higher returns and a strong
diversification effect. International markets haeery low correlation with our domestic marketkisT
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diversification effect will lower risk at the pootio level, which is one of the chief advantagee@d by
Modern Portfolio Theory. (This is a very simple tasset-class illustration. Our investor should also
consider the impact of small cap stocks, emergiagkets, value investing, real estate, hard asselts a
other asset classes on his program.)

Modern Portfolio Theory is certainly a great leapafard in our ability to construct rational invesnt
plans. But like any good tool, it must be used yidhgment. And, like any good idea, there will aywa
be someone who will take it to an illogical extreme

First, we must understand that MPT is not a rigkielation process; it is a risk management tool. It
allows us to build more rational investment plaom)trol risk, and get "the most bang for the buak"
risk. It is not a substitute for judgment, andaectfrequires great judgment for its proper appbeat
There are severe limitations which, if not propenhderstood, can lead to very strange and
counterproductive results. When dealing with inmresit tools we must always remember that none of
them work every day, every quarter, or every y8aran optimized portfolio is not a substitute f@<C
Patience and discipline are still required if thegess is to bear fruit.

MPT is based on an examination of past resultscéiYlesay that some things happen more often than not
but there is no guarantee that tomorrow will alwbggust like today. Short-term returns will always
remain random and variable.

We can take a great deal of comfort in the fadt tlome of the three variables appears to be chgngin
any fundamental way. In particular, there doesensto be any fundamental change in the correkation
between the world's markets. While we may be motameard a global economy, individual economies
and markets still respond to local conditions aalitips.

There are a number of "optimization" programs rgaarailable to financial planners and portfolio
managers that will quickly and easily solve thelmaibblems associated with MPT. However, like any
computer program, if we put garbage in we will gatbage out. Many of us put far too much valueha
output of a computer program without considerirgitiput and programming problems. If it's from a
computer, we believe, it must be right! Bewarelilaek-box approach to solving life's little problem
The MPT process and math is particularly vulnerableata input distortions. For each asset or asset
class, we must enter the expected rate of retigty,and correlation to every other asset class [Elads
to two problems. First, the data changes every Nayt, a tiny change in an input of any of the ¢hre
factors will have a giant impact dhe suggested allocation. Even if we assume thdteatata going in i
totally accurate, we still have problems.

Left to its own devices, the optimizer will identithe one most efficient asset and suggest thapyoall
your resources in that asset. Of course, this leadgross violation of the diversification pripal. In
practice, most advisors restrain the program teaeable asset allocations. Blindly following thadi
box will lead to putting all your assets into omec& or one market.

| attended a meeting in 1994 where Bill Sharpe spwkthe problem of optimizers. According to Dr.
Sharpe, optimizers will readily identify input erscand recommend that you put 100% of your assets i
the wrong asset. Sharpe shared the Nobel RiiZzéconomics in 1990 with Harry Markowitz for higork
on MPT. He developed the Capital Asset Pricing Maahel other refinements to MPT. | believe he
speaks with some authority on the problem.

If the inputs are updated frequently, another ggeasbnormality creeps into the process. Becaustsass
which are under-performing recently will show lowates of return and higher risk, the program will
decide that they are no longer efficient. Thenghegram recommends sale of the asset. Blindly\otig
the black box then leads to buying high and seliovg In the real world, tax and transaction c@sts
high. Frequent updates, and the resulting frequading, will increase transaction costs far beythred
benefits that MPT can offer. Most of us don't n#eat kind of advice. How often to update the dated
what time frames to use, becomes a matter of judgrii@e computer can't solve that for you.

In the case of foreign investing, if we examine thbnor quarterly data, we will get different resuthan
if we use annual data in our series. In a like neanihwe look at 10-year time periods, we will get
different results than if we use three- or fivetytime periods. There is always an effect, and @&most
always better to have a divdrsd portfolio, but the optimum ratio of foreign ¢mmestic will change wit
each different set of data observations.
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Two very clear examples come to mind to illusttate problem of the black box. During the preparatio
for Desert Storm, foreign marleeperformed miserably. All the optimization softerdrsaw recommend:
selling foreign stocks. Those investors and adsisdro sold locked in their losses, and were nogsied
when the inevitable turn came.

During 1993, emerging markets exploded upward. Miutund companies rushed new emerging market
funds through registration. Their representatioeged an asset allocation of up to 40% in emerging
markets and used optimization results to add tdyipe. Of course, they downplayed the very shartte
data that they were using as input to the proddssyvery shorterm data indicated that emerging matr|
had high expected rates of return and almost kb Insestors who rushed out to load up on emerging
markets were left with egg on their faces, and Heackall of 1994 to wonder what went wrong. Longer-
term data would have showed a very high rate ofmetvery high risk, very low correlation, and an
optimum portfolio with a low percentage of assatemerging markets.

Most advisors use past data for expected ratestwdfir and risk inputs. However, some may forecast
based on their research or feelings. In my not iamble opinion, this adds another layer of riséd an
complication to the process.

A better approach, and one that | have used suUatlgsa my practice for years, is to use long-tediata
to structure a portfolio that makes sense, and tibgrthe results with the optimizer. Rather thelh s
assets that are under performing in the short tasnthe optimizer programs might suggest, we use re
allocation to increase positions in down market$ @ecrease positions in markets that have hadgstron
short-term results. This can be emotionally paiafudl requires discipline. | can't honestly say thatjoy
selling winners to buy losers, and | get to expltaall too often to concerned clients. But whilgyoes
against the grain, this discipline will lead to m@onsistent results, lower risk, and reverse$tiyehigh,
sell-low problem.

The terrible truth is that financial managementaers an art much more than a science. Forecasts are
notoriously difficult and unreliable, and judgmestlways required. We must recognize that nothing
works every day, quarter, or year. Discipline #iclilt in the face of intense media speculatiod aype,
but discipline leads to acceptable Iaegm investment results. As long as the world eaonoontinues t
grow, patient investors will profit.

For all its limitations, MPT offers one of the stgest tools available to the rational investor.dJse
properly -- that is, with judgment, patience, amdlerstanding -- it will go a long way toward smaoth
out the often-bumpy investment process.

In the next chapter, | will discuss a closely retharea: the impact of asset allocation on investme
results.
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CHAFTER &

The Asset Allocation Decision

Like most of my clients, | grew up with preconcalideas about investing firmly planted in my head.
These ideas seemed so sensible that they weretalorassdered universal truths. Everyone | knew
seemed to believe the same things. There didntt segch point in checking the facts, and anyone who
disputed our inspired beliefs was most likely a taveks short of a full load.

In general terms, our basic understanding was| s\

« Knowing which stocks to buy and when to be in therkat is the key to investment success.

« A good investor can predict which way the markegasg and which stocks will profit the most.
This power is held by just a few wise men. Thessewnen will readily share their power with y
for a nominal cost. This minor cost will be repaidny times over by enhanced performance.
However, one must always avoid the charlatans vivefglse advice. A wise man is one whose
stocks go up, and a charlatan is one whose stackswn.

« Knowing when the market will fall is a prime coneéo the successful investor. One should leave
the market when it is about to go down in ordgprieserve his principal.

- Successful investors trade often, and dart in anebthe market or a particular stock with
uncanny skill. Their portfolios benefit from a h&aoin approach.

- Itis rather easy to spot good companies througéxamination of financial data, atm determine
what the stock in those companies should be worth.

- An astute investor can apply superior insight td&enlaig killings on mispriced stocks. Using his
superior insight he will be able to take actiongdefore other investors catch on.

« Studying past price movements is an aid to predjdiiture price movements. This skill can be
applied to both individual stocks and the movenudrthe market as a whole.

- Economic predictions are reliable, and form anostemg foundation for success.

« ltis reasonably easy to select good advisors anthgers, because their past track record is a
reliable indicator of future success and skill.

Given all that, we tended to think of the investinaocess in the following terms:

- What stocks should | buy?

« Should I be in or out of the market now?

« When should I sell my stocks?

«  Which manager should | hire? Or, what mutual fumolusd | buy?

Unfortunately, almost all of this conventional wasd was dead wrong! It doesn't do us any good tkthi
of investing in these terms. In fact, it createsbpgms, and keeps us from enjoying the fruits ghme
strongly tilted in our favor.

From personal experience, | can tell you that vty difficult to unlearn something you have alway
known. We tend to cling to those old familiar wayghinking in most unreasonable ways. Change is
difficult and painful. We resist it. We rationali2d@/e fight for the old ideas every step of the wake
practically have to be hit over the head with dadyatlea before we will cander it. We want to ignore tt
idea and discredit the person who calls it to dtemdéion. Most of us are not as flexible or ratibaswe
would like to think we are.

In this chapter, we will consider the merits of theestor's obsession with individual stock setatiand
market timing. Just how much do these two elemeitise investment process contribute to overall
success or failure? Is there a better way to thbut investing?

A Ground Breaking Study
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In a landmark study, "Determinants of Portfoliof@Benance,” published in the Financial Analysts
Journal (July-August 1986), Gary P. Brinson, L. &aph Hood, and Gilbert Beebower examined the
investment results of 91 very large pension fuddetermine how and why their results differed. The
pension funds, which ranged in size from $100 onillio well over $3 billion, were studied for the-10
year period ending 1983. Very complete and extendata was made available on each of the funds from
the SEI performance database.

Even the smallest of these pension funds repres@ntery large investment pool. We can assume that
they commanded the very best talent available. Beashthe valued client of one or more of the larges
and most prestigious investment managers in th&lwas such, they automatically received the best
research and information. In other words, theyatel had the resources available to "beat the atark
The team did a very simple but powerful and elegaadysis. They reasoned that only four elements
could contribte to investment results: investment policy, indual security selection, market timing, ¢
costs. By using a rather straightforward regresaiwalysis, they were able to attribute the contrdou(or
lack of it) to each of the four elements.

Investment policy was defined as the average basenitment to three asset classes: stocks, bonds, an
cash. For instance, a pension fund might have aof9 percent stocks, 30 percent bonds, and 10
percent cash. (Most investment advisors use tihe asset allocation rather than investment policy.)
Market timing was then determined by variationsuabthe base commitments. If a pension fund
changed its commitment to the three asset classzdime, it was assumed to be an attempt to profit
from market timing.

The conclusions were remarkable. Using market-indexns for the three asset classes, (S&P 500 for
stocks, Shearson Lehman Government/Corporate Buateklfor bonds, and the 30-day Treasury Bill for
cash) the team was able to explain 93.6 perceafpeision fund's performance based solely on krgpwin
its investment policy! The biggest single factopkning performance was simply the investmentgyoli
(asset allocation) decision that determined howhrautund should hold in stocks, bonds, or cash.

Asset Allocation
Brinson, Hood.and Beebower 1986, 1991

Asset Allocation - 94%

Stock Selection - 4%

Market Timing - 2%

That left less than 6 percent of the differenceesults to all other causes! The other factorsrdmrted to
the differences in total return, but not necesgamila positive way. Attempts at market timing akho
always resulted in a reduction of return, and irtiial stock selection on average resulted in actboiu

to the funds' returns. There was a wider variatoindividual stock selection impact than in market
timing, and a few managers were able to affectgperdnce during the time period in a positive manner
Cost and execution differences for these very largestment plans were not an important factor (owt
can believe they are a very important factor fau'yo

Continuing the analysis, the study concluded thadwerage, attempts to actively manage the pavtfoli
actually cost the average fund 1.10 percent parwban compared to just buying and holding the
appropriate indexes. The best and the brightesi¥a#l Street could offer couldn't reliably deliver

Wall Street Cries Foul

The study touched off a major war within the indysand between Wall Street and academics. After al
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Wall Street's entire business is built on the lhéliat brokers and analysts can contribute valubeo
investment process with their insight into indivadigecurity selection and market timing. Each brage
house or investment manager wants the public ie\methat somewhere in the back office is a genius
who can make you rich. Our research/contacts/msthiights/forecasts/gurus, they say, are
better/smarter/more effective than what the othisgan offer!

As the study was further disseminated, cries ofimtigand pain resounded across the land. What if
investors suddenly got the idea that Wall Strdagbly praised research was garbage, that massiixea
trading didn't add value, and that a broker's adwas worth less than zero? What would happerew fe
and commissions? The idea was simply unthinkablgjdfortunes and giant egos were on the line.
When faced with a study you don't like, one offirg lines of defense is to attack the data. & tlata is
published for all to see, and indisputable, aditib not lost. You can always claim that the otkite
"mined the data." (These are serious fighting wamdscademia!) Mining the data means that the entir
study is flawed because the data is so limitedtti@tesults can not be projected to other areasthler
words, the conclusion only applies in this onédjtobscure, and unimportant case. Your studyrisagge,
and although interesting and amusing in an acadsemse, at the very best you have produced tiiet
unspoken is the implication that you have a tinpdrind perhaps foul motives.

If you are ever accused of mining the data, yast fiefense is to go find another set of data atd g
similar results. The more different sets of datd §fou can find with similar results, the strongeur
claim. So, the authors redid the study, and geeéraimost identical results.

Today, this issue is considered reasonably settlechne with an 1Q higher than room temperature
disputes the impact of asset allocation on investmesults. Large institutions and sophisticatee#tors
are increasingly turning to asset-class investigat's more, similar studies have repeatedly douied
to the diversion of assets away from active managend into passive or index funds. In fact, betwe
1970 (the year such funds were introduced) and ,1®&&r $500 billion has moved into these funds. The
trend is continuing to accelerate as a growing remobinvestors realize the advantages: more teliab
performance, lower cost, and lower risk.

Asset Allocation: The Lessons for Investors

Is there a lesson here for us? If the vast majofiipvestment returns can be attributed to antasse
allocation decision, shouldn't we concentrate dlares where they will have the most impact?

It is far more rational to decide first how muckkrive are willing to bear, and then decide whichkais
we wish to enter and which we wish to avoid. New¢,must decide what proportion of our assets targ
each selected market in order to meet goals withrmisk tolerance. In terms of ultimate results, thass
by far the most important decisions we will havartake. The impact of asset allocation or investment
policy outpaces all other decisions.

Having come this far, we are free to consider wiietihimakes sense to attempt to actively manage a
portfolio, use index funds, or mix the two techréquin terms of the impact we can expect, theseeho
may reflect fairly important details or perhapsivndual preference.

Today, the asset-class decision is more compleaxjtis a decision on stocks, bonds, or cash. liyera
hundreds of separate and distinct asset classé$lmeidentified, and more are constantly being
proposed. Each has different combinations of riskard, and correlation to the others. Puttingatbeet
classes together to meet your goals is where tlkedbthe heavy work should be done.

Asset-class investing - that is, investing and mgkiommitments to whole markets rather than indiaid
securities - is a fundamental shift in emphasimfwhat most of us grew up with. Rather than ponder
over whether to purchase GM or Ford, we shoulddmédéhg how much of our assets to commit to U.S.
large company stocks. Rather than wondering whéthieay now or later, we should be thinking in term
of long-term commitments to our chosen asset ctasse

In turn, these new insights open up a whole newofavorms to deal with. What role should investment
managers play? Can managers add value to the pfodes they worth their cost? Can they beat the
market?

In the next chapter, we will cover some of the delwe efficient markets. If you believe markets are
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efficient, then the traditional stock-picking, matkiming managers who claim they add value have a
tough case to prove.
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CHAFPTER 7

The Efficient Market Debate

If you're reading this chapter on the Net, youlreaaly a full-fledged member of the information
revolution. You know how quickly information canrspd worldwide, and you are aware how
thoroughly our lives are being changed as a redtdtcan all plug into unimaginable wells of
information, much of it constantly updated in reade. If we choose, many of us can work effectively
from home, or on an island in the South Pacifict €ents and associates may neither know nor care
where we are located. I'm no longer surprised wtsse prominent Miami attorneys negotiating deals
and settlements on their cellular phones, faxirdjrageiving contracts and pleadings, setting court
calendars, and checking their email while simultauséy trolling for giant tuna off Bimini! Anybody,
anywhere can be plugged into almost anything.

How quickly and effectively information spreadsaishe heart of the debate over just how efficient
markets are. The question, far from being one sif gigademic interest, directly impacts every inmest
Even if investors have never heard the term "affitmarket," they form strategies and view their
alternatives based on opinions about the efficiefayarious markets.

Market Fundamentals

In order for markets to properly set prices andigg) two conditions are necessary: willing buyers a
sellers (neither being under particular pressutauoor sell), and those same participants' possess
perfect knowledge. Should one side possess mayemation than the other, then we must expect that
that side has a tremendous advantage. We muséexipexct the holder to utilize this additional
knowledge to extract "undeserved profits” or "egorrents.”

Markets are the very heart and soul of the capttalsystem. The system's invisible hand not oetg s
prices, but determines how goods and servicesistrgbdted, and encourages further growth of the
system with benefits for all. For markets to wotlalhy there must be a general feeling that theyfair.

In organized markets, governments and regulatots gayreat deal of trouble to ensure that botéssid
operate on a level playing field. Ideally, no ohewdd have an advantage. Consequently, governments
require mountains of disclosure, set accountingfenahcial reporting standards, monitor for
compliance, prohibit certain insider trading, alcéthse brokerages, dealers, representatives, mgast
advisors, salespeople, and even the markets thesssel

Perfect World

Let's look at a perfect market: lots of buyers seallers, homogeneous products, perfect knowledgk, a
instantaneous spread of new information. In thisketa prices are determined by the independent
judgment of thousands of buyers and sellers. Néovrimation reaches buyers and sellers insta
prices adjust instantly, and neither side can exgpea@advantage or anticipate economic rents. The
market is perfectly efficient.

In this perfect market, no amount of additionakgesh will improve an investor's position. All
information about each security and its economispects is already known. Prices settle into
equilibrium at a level that reflects both the manete of return and the additional risk each secur
carries. All that is necessary for an individualgstor to attain an appropriate rate of returisher to
buy and hold a diversified portfolio. The individuavestor need not exhibit superior skill or cumgin
order to match the most sophisticated institutieurthermore, an individual's portfolio cannot pbssi
underperform, no matter how brain-dead the invastorhe market has set the appropriate price for
each security.

Pricing Models
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How the market accomplishes the miracle of settiegproper price for each security is still thejeab
of lively debate. Various models have been propdisatdshould lead to appropriate pricing. Buyerd an
sellers are attempting to discount all future bies@ff owning a security to a present value thagsal

to the price.

When arriving at a price that will "clear the magkéuyers and sellers must also assess the rigk in
particular asset, and compare that risk to the etak a whole. The most widely known model, the
Capital Asset Pricing Model (CAP-M), examines tlodatility of an individual stock in relation to the
market as a whole, assigns the additional volaiiéitfactor called Beta), and assumes that stodkbev
priced to reflect both market risk and the paraculisk of the individual stock. CAP-M and Beta are
brilliant and elegant concepts that have a cedharm and intuitive appeal, but they suffer froml+e
world flaws. There is a lively cottage industry déad to either bashing or defending the concept.
Professor William F. Sharpe, who won the Nobel &@fa proposing CAP-M, thinks the concept was a
pretty good first effort, modestly admits its flavenjoys the debate, and is happy that no oneatan t
back his prize.

Asset pricing and expected returns are directiyteel. Risky assets have lower costs and higher
expected returns than less-risky assets. In adhtgster, we will discuss some improvements to the
theory of asset pricing which can assist invesidren plotting their own investment strategy.

No market is perfectly efficient, but our secustmarkets are pretty close. Today, as we have all
observed, information spreads worldwide at the dpédight. Millions of people have access to the
same information simultaneously. Millions of trasleonstantly monitor data for pricing aberrations
around the world. Where such pricing discrepaneiest, they are almost instantly closed by normal
arbitrage. Thousands of computers continuouslyescpeices against multiple criteria, formulas, and
models to detect mispricing. Hundreds of analysdy follow a single stock. There are very few secret
With all this activity going on, investors must ablemselves what the chances are that they walbe
to develop a single investment idea that hundredisomsands of others haven't considered alre&dy. |
others have already acted on a similar concept, tteir knowledge must be factored into the pritce o
the stock. Is it ever possible to get an edge,ifeswl can we get it reliably enough to make aald#hce?
In the real world, transaction and tax costs agé,hand we would have to be right a rather dauhting
large percentage of the time to overcome our tadosts. The cost of research is also high.

In a real way, the very skill, quality, access anthber of people doing research limits the valuthef
process. If nobody did research, then giant matiserepancies would occur. Simple research should
lead to giant gains, but with so many players pbi@t of diminishing returns may be far behind Tise
hundreds of thousands of often-brilliant researsla@d analysts make the market efficient. I'm not
saying that you can never win, only that it is kely that you can consistently win enough times to
overcome the costs of trying.

Degrees of Efficiency

Debate about the efficient market boils down todbesideration of one of three models. At one end o
the spectrum, the "strong" market theory, no omeeseer get information that isn't known to the nedrk
Even insiders cannot benefit from their positionpgorters point to studies of price movements leefor
significant public announcements to prove thatdlee inside information leaks. The "weak" market
theory acknowledges that insiders may occasiomad§it from their information. The "semi-strong"
theory cuts down the middle.

It would be hard for me to argue that markets &&ys perfect -- insiders do occasionally score big
gains. For a fascinating view of the '80s insidading scandal, see Den of ThielysJames B. Stewa
For generations, insider trading, market manipatgtand other unsavory scams were considered clean
sport for Wall Street's barons. JFK, Reckless YpoghNigel Hamilton, offers some interesting ingigh
into the role Joseph P. Kennedy played as a mamsteipulator of stock and bond pricing during Wall
Street's darker times. In what appeared to bessiclaase of appointing the fox to watch the hespu
Kennedy was named first chairman of the SEC by FdR, served with some distinction in the post.
Later, he returned to his old seamy tricks as &eatananipulator in London while serving as
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ambassador to England.

Only the most naive would think that insider traglimas been eliminated. But as information spreads
more quickly and further, it becomes more diffidoltprofit from insider trading, and harder to ceak

it from regulators. While occasional violations lvabntinue to occur, the impact on the markets is
probably minimal. Some economists today arguettfeprohibition of insider trading is unnecessary
and counterproductive. In view of past abusesailigle hard for me to believe that lifting then

would be a good idea. To continue to inspire cafke, markets must appear to be even more chaste
than Caesar's wife.

The more important issue is whether research atiiMeananagement can add value to a portfolio. As
we have noted, if markets are efficient, thentadl tesearch in the world will not improve an ineg'st
results. If research is a factor, then it can balaable addition. If we can set up an appropriate
benchmark for a market or portion of it, we camtheasure the impact of management. Fortunately,
today we have hundreds of indexes that measuneettfiermance of various markets and parts of them.
If we don't like the available indexes, it's easpgh to generate others that capture a more gpecif
portion of the target market. Indexes have no @etisn, management, or other reai+ld costs, and ai
always fully invested. They offer the perfect "ist@ent style" to use as a comparison.

Management offers not only style, but selectiomdividual securities, and perhaps market timing.
Management costs money, both in management feesaarsiction costs. In addition, it is difficultrfo
managers to stay fully invested even if that isrtheal. Not counting taxes, management is generall
assumed to cost at least 2% per year. If the iov@stys taxes, the constant buying and selling will
create substantial tax liability, which becomesauy drag on performance.

Index funds are mutual funds that mimic an indexhk real world, they will have some transaction
costs and other expenses. These expenses avetageme?% and .5%, depending on the market and
the sponsor of the fund. Index funds do not cotistény and sell, so the tax drag will not be nead
heavy. This can be a substantial benefit for tagpgyand occurs as a fortunate by-product. If marke
are efficient, index funds do not have to bothahwail that pesky research. Is this a free lunch? N
really. Other, less-wise investors are paying foth@ research that makes the market so efficient!

In theory, if markets are inefficient, good manageill overcome all the direct and indirect costsyt
generate and add value; they will exploit markeffiniencies to produce superior results. These
managers rely on research, experience, intuitioayperior skill and cunning to decide what and mvhe
to buy and sell.

Types of Research
Market research is divided into two categorieshitgcal and fundamental.
Technical Analysis

Technical analysis starts with the assumptionékatything one needs to know about a stock or marke
can be learned from studying its price and pastam@nts. By plotting or charting past movements,
technicians believe that they can discover repetpiatterns that will suggest valid buy and sell
"signals." Discovery of the right signals will letaleffective market timing. Some of the "pure"
technicians insist on studying charts without thene of the firm attached so that they will not be
"confused" or "distracted" by their knowledge o firm! Technicians use all sorts of data and
combinations of data to generate their signalsy Wi# study insider trading, consumer confidence,
interest rates, yield curves, market volume, sbales, odd lot volume, ratios of new highs to news|,
and hundreds of other "indicators" to generate thighals. They tend to speak in terms of resiganc
levels, floors, breakouts, proprietary trading tetgées, periods of increased market risk, and other
mysterious babble. Often they attempt to add arlaf/kegitimacy to their work by having the datal fe
into computers for number crunching and analysis.

Technical analysis persists in spite of the tateklof any creditable evidence of its effectiven&se
might as well examine the entrails of animals, thie stars, or worship the Tooth Fairy. Lookingha
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one can always find the patterns that led to maekents. The only little problem you have is thaew
looking forward, those patterns are no help. Mathhicians constantly revise their indicators ay th
fail in real life, then "backcast" using the newlizators and publish the theoretical results. Ve dgine
backcast greater validity, it was once common tehaCPA firm certify that had you used these
techniques, you would have had the stated resht.fact that real, live investors never obtainexséh
results was seldom disclosed. Today there are adaadmark cases winding their way through the
courts concerning backcasting, and the SEC has &@kegely interest in the subject.

Wall Street loves technicians and continues totpayn lip service. Right or wrong, technicians gets
huge trading volume. And whether the investor wintoses, the house always gets their slice. The
media gives the technicians undue attention irr thhe@nding quest for simple answers to complex
guestions and pithy, quotable, seven-second soitesl lnvestors often desperately want to beliéag t
someone can protect them from market forces tlegtdio not understand. Technicians prey on the risk
aversion we all feel by offering protection agaiting market's downside. By offering an illusiorriek
reduction, market timers and technicians appeebiservative and fearful investors. They paint
themselves as "concerned" and "responsible,” vgiieg the impression that a buy-ahdid strategy i
somehow wild and crazy.

Fundamental Analysis

Fundamental analysis is far more rational. It come@self with examination of the firm and the
economy. Fundamental research looks at financtal dales forecasts, market share, quality of
management, expansion plans, new products, compgtibsition, economic forecasts, and other da
search out the "real" value of companies and tbepacts that they face. From the investor's pdint o
view, so much fundamental research is done, ancethdts so widely and quickly distributed, thatiyo
must decide if available information will provideuaique edge. One must always assume that a million
or more people already know what you have justadised.

Fundamental research also has a fundamental profdezcasting. The market and economic
environment is far to complex to allow for accurteecasting even if we have perfect data and Imsig
At best we have a very poor understanding of haettonomy and the world's markets work. Even
worse, honeconomic events pop up randomly to cenfigsurther. One well-placed bullet, typhoon,
coup, drought, or earthquake can make a shambtexf the best forecast. As a result, earnings and
interest-rate forecasts are so laughably bad thatree with a 40% success rate can qualify as aarexp

Conflicts of Interest

There is a darker side of the research problemintiiastors must also consider: The motives of retea
departments may not always be pure. Wall Streeitbdimgers in many pies. As a result, conflicts o
interest can easily creep into analyses. In on@tmsncase, an analyst observed publicly that Donald
Trump was in big trouble with his Atlantic City peat. Covering the debt was likely to be a big
problem, the analyst claimed. Trump complained, taedanalyst was fired. Apparently, his employers
had hopes of assisting Trump with getother bond offering! So much for honest researolmp's late
problems in Atlantic City are well documented, dhe story is only unusual in that it became public
when the analyst sued over his wrongful termination

Few things gladden the hearts of Wall Street'srmli&e a big juicy underwriting or takeover. Tlee$

a big takeover can generate are unimaginable foe mertals like us. Wall Street knows that sell
recommendations hurt the feelings of the very marsagtho control underwriting and takeover
business. Hurt feelings often translate into distied prospects for further business. So it shauldn’
surprise us that the ratio of buy to sell recomnag¢iods is skewed, and that a sell recommendatiem of
comes far too late to be of any use.

Wall Street continues to hype their research -Hyp#w generate trading volume, partly to justifyeir

full service fees, and for another important seliving reason: Brokers who rely on research for
recommendations shed a good deal of their liabfliayrecommendation doesn't work out. In fact, som
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brokerages publish both technical and fundameetaarch, often with directly conflicting
recommendations! Now, how much help is that?

An Alternative Point of View

Detractors of the efficient market theory pointhie often-strange behavior of markets. For instance
they argue that the market couldn't have been kgtit before and after the crash of 1987, whenose |
500 points in one day. They miss the point. Nobigdsaying that the market is always right, or even
rational. The real point is that if markets areoséht, it is very unlikely that you, or anybodyse] will

be able to consistently "beat" the market.

Another problem with the efficient market theoryhst clearly not all markstare operating by the sa
standards. Very small companies have fewer analgstssome issues are thinly traded. Foreign and
emerging markets have different disclosure andhfirad reporting criteria, enforcement may be lax, o
corruption endemic. Some markets do not even hesiddr trading restrictions. All of these complaint
are valid, and all give comfort to managers whaiarthat they can exploit inefficiencies to obtain
above-benchmark returns.

So much for theory. The lines are clearly drawmérkets are not efficient, then managers shoulé ha
an easy time beating their benchmark. If markegseéficient, then we should consider firing the
managers and hiring the index. The proof is inpheding!

In the next chapter, we will examine the real-wgrédformance of managers. We will also consider
whether overperformance is the result of skill andning or just dumb luck. Finally, we'll examine
whether performance really does matter and if marsagan repeat past performance. Will last year's
heroes be back, or fall into well-deserved obsguiter their 15 minutes of fame?
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CHAFTER &

Can Managers Add Value?

Tennis, golf, or chess are all activitiést require skill. In fact, we can quickly identitye skilled player

in these endeavors. On the other hand, craps aetteare pure games of chance. Skill plays noipar
the outcome. But what about managing a stock dm¥&an managers "beat the market"? If so, can we
tell if they are skillful or just lucky? Can we upast performance to predict future performance? Do
winners repeat?

In the context of the efficient market debate, drikets are efficient, then management may not ketab
addvalue. Measuring performance for management resedisires a benchmark. However, it's impor
to use the right benchmark or we will hopelessigfuee ourselves. It's not very useful to compapdesp
and oranges, or foreign and domestic stock perfocmaAs academics and consultants have delved
deeper into the performance issue, the benchmankes tecessarily become more elegantly defined.

It's also vitally important to have "clean" data bihe wants to do a study only to find out thatda&a
used was corrupt. The ultimate nightmare for acacker to have someone else point out that theéa da
is corrupt. Fortunately we have a great deal ddrtidata available from reliable third-party sourited
most of us can agree on. For example, SEI, a eris@sulting firm, maintains the largest database o
investment performance of institutional managersrivhgstar supplies extensive data on the mutual
fund industry, and the Center for Research SeearRricing (CRSP) maintains a database on indi/idua
security pricing.

A Quick Test

Here's a very crude test of management performamts: compare the domestic-equity mutual fund
performance supplied by Morningstar against the S&@ index for one-, three-, five-, and ten-year
periods, looking back from April 30, 1995. The S&B0 index is a fair comparison for large, domestic
companies. Our results:

« Of the 1,097 funds Morningstar covered for the gear period, 110 beat the S&P 500, while 987
fell short. Results ranged from 46.84% to -32.2@#tje the S&P 500 attained a 17.44% return.

+ During the threerear period, the S&P 500 returned 10.54%, whilaltesn the funds varied fro
29.28% to -15.02% compounded annually. Of the ®@8l funds, only 266 beat the S&P 500.

« Shifting to the five-year period, of 470 funds, 282kt the S&P 500. Results ranged from 27.35%
to -8.51%, while the index racked up 12.62%.

+ Atten years, only 56 of 262 funds managed to theaindex, and results varied from 24.77% to -
4.06% compounded annually against 14.78% for thE S&0.

If beating the S&P 500 is a valid test of managenaéility, then a lot of managers are clearly nott
their salt. Far fewer of them appear to be wintieas we might have expected.

This Test May Not Be Entirely Precise, But...

Let me be the very first to say that while this éitdtudy makes the point and is valid, it isn't @etrfin all
cases, the average fund result fell below the inHexvever, the average result doesn't take intowatc

the size of the fund. A few small funds could throffvithe average in either direction, so perhaps we
shouldn't be too concerned about the average.

Another reason we might be concerned about oleg éttercise is the issue of survivor bias. Funds th

fail during the measurement period are not measuar#te results. Mutual fund companies often make
poorly performing funds "disappear” by merging thiate more successful funds. Fund performance is
not merged and the companies succeed in buryimgnthstakes. The survivors presumably have a better
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record than the total number that started the mieasnt period. Voil™! A little bit of marketing mayg
allows the fund companies to show performance b#tén their shareholders actually experienced. A
better study would account for this distortion.

A problem that disturbs me in this type of analysithat a single year may account for extraorginar
results. If last year was the extraordinary onentt will show up in all time periods. The resulsl
appear to be far more consistent than they actuadhg. A fund that had nine average years folloted
a great year will look good for the past one, thfee, and ten years! If the great year had oaalirr
during the first year, then the ten-year result Mfdook good, but the one-, three-, and five-yeaniquls
would look only fair. This presents a far differgmtture, even though the total results are thees&u
we haven't adjusted for consistency of results.

Finally, we haven't adjusted for risk. Both the higners and losers may have taken large risketo g
where they are.

What About the Winners?

Some managers did beat the averages, and a féaerafdid by a very wide margin. All of them may be
expected to claim superior skill and cunning. Bhawabout them? Is it pob$ to conclude that they ¢
wise men and women and that the others are fogiskinsion, can the people who invested with these
winners also claim to be wise? Could we have ptediwhich players would have become winners?
Probability theory would account for a number ohmérs and losers in any random series of everds. If
million people each attempted to toss heads wathim for several rounds, after each round we could
reasonably predict the number of winners. For msaafter ten rounds we would expect 976.563
survivors. Each of them came up heads ten timagaw. Since it's random, we would not expect dy
977 survivors, but we could consult with a statiati and predict a very tight range for the nundfer
survivors. In an event that involves no skill df ale can, with some confidence, predict that ater
rounds there will be survivors, and have a fainilew many there should be. Should one of our
survivors become convinced that his skill contrdalito his success, we might have a difficult time
shaking him from his delusion.

One way to determine whether skill contributedh® dutcome would be to see if there were signitlge
more winners than probability would have allowedpgose that instead of about 977 winners, we ended
up with 5,000 or 10,000. Then we might have to ediecthat an element of skill was involved.

If markets are efficient, we should expect to seamaom distribution of results. When we study nautu
fund performance, we should expect to see someansnRrobability theory demands it. We would be
very disappointed and concerned if an occasiongelian Fund (the most famous and successful fu

the history of the universe) didn't turn up. Butawive find is far fewer than a random distributveould
predict. However, if we adjust the fund resultsalmput 2% to add back in average costs of management
and trading, then we get just about the bell-shapede that we would expect for performance
distribution.

Since we have fewer rather than matianers than we would have expected, it is verfjalift to suppor

the argument that the winners got there by supskitirand cunning rather than through pure dundklu
This is a powerful but not totally conclusive argamh Like our deluded coin tosser, Peter Lynchnfier
manager of the Magellan Fund) will never agree \whtt premise.

If It Was Good Yesterday, Will It Be Great Tomorrow?

What about track record? If management skill addse; can past performance give us an indication
about future performance? Do winners repeat? Hawessful will | be if | only buy the funds with the
best past five-year track record?

A recent study examined mutual fund performancediggory over several fingear time periods. Fun
were divided into quartiles by past total perform@rand then followed for an additional five yediise
results were enough to blow your mind! A top quearfiind had just less than a 50% chance of being in
the top half during the following five years. A bmh quartile fund had just slightly more than a 50%
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chance of being in the top half during the follow/five-year period. Similar studies with similasuvdts
were completed by a large pension fund on the pedace of their managers, and by a large consulting
company on the results of the managers whose paaiftoe they tracked. In other words, we can't count
on either winners or losers to repeat!

Again, this isn't a conclusive argument. We caaytfer certain that a top- or bottom-performingdun
won't repeat, just that it doesn't appear to beertikely to continue its performance than randorande
might dictate. These types of arguments take onnedigious intensity on Wall Street. | don't expec
them to be resolved in my lifetime. | do think thia¢ overwhelming weight of the evidence suggdsis t
markets are efficient, and that management hatharramall chance of reliably exploiting inefficees.
Given the egos and profits involved, you can expather spirited debate.

Dissenting Voices

To further complicate the issue, two heavyweightkérs who might be expected to support efficient
markets have just published studies which showithtite very short term (less than two years), wisn
may tend to repeat. Both Roger Ibbotson and Willlar8harpe have international reputations in fieanc
and Sharpe has a Nobel Prize in economics. Scsfheak with some authority. They both recently made
similar observations on short-term performancer@ha particular goes out of his way to point thatt

the data may be ambiguous.

Personally, | believe that factors other than saldl cunning can extend a fund's winning or losingak
over a short multi-year period. For instance, dutime early 1990s, a large overweighting in hecdite
stocks would have resulted in significant over-lienark performance for several years. Several mutual
funds built reputations based on that one callal@ince the decline of health-ca®ctor stocks, most
those funds have descended into a disappointirey é&f\mediocrity. I'm not sure that chasing lasine
winner does anything other than position you wigtryear's loser.

It's easy to pick last year's winner; it's diffictd pick next year's. A number of magazines ralyirmake
mutual fund recommendations. Perhaps the most stiqated publication among the popular business
press is Forbes. One would suspect that if it @ddne, they have the resources to do it. They foave
years published their "Honor Roll of Mutual Fund$.you had invested stedgin the Forbes funds, yc
would have had very disappointing results. Thisanpdrformance is so consistent and widely known in
the industry that many mutual fund wholesale sedpsesentatives | know consider it the kiss of ldeat

Toward Better Benchmarks

We can build a benchmark for just about any maokegtortion of a market. For example, suppose we
divided all the publicly listed stocks in the Uito ten different sizes by market capitalizationame
axis, and ten different segments based on bookadeh ratio on the other axis. We now have 100
different possible submarkets. We could call eatingarket an investment style, and each style could
have its own index or benchmark. If we studiedgbdormance of each style, we would find that they
are sharply different from each other. Each stydeild have distinct rates of return and exhibitetént
risk or standard deviations. Each would also hafferdnt correlations from the other. Each stylaldo
go through a market cycle with dramatically differeesults for each time period. In other wordsyé¢h
isn't just one domestic market, but many.

Most managers, but not all, confine themselvesdwsianct style. Very few operate in all parts loét
market or switch from one part to another. Foranse, they may be large-cap value, mid-cap groovth,
small-cap market. This is the area of the markey ttlaim to know best, think has the greatest piaten
or perhaps were hired to manage. In any event,towermost of the performance they obtain may
simply be attributable to where in the market theagest. It wouldn't be fair to compare a small-cabue
manager with the S&P 500, which is basically a Marge-cap, mostly-growth index. To test whether
this is so, we can compare their results with tlieex matching their area of investment. This type o
benchmark is much more precise than just arbiyrahibosing an index like the S&P 500.

These benchmark designs can become very precisglamurate. One large consulting firm examithes
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unique style of a manager within the market, bueldsndex of all the stocks within the style, ahdrt

has a computer construct 1,000 hypothetical paosdrom the index. They then average the restilts o
the hypotheticals to create a benchmark measunmgiinager. In the vast majority of cases, managers
are unable to demonstrate that they add value stghi® benchmark.

The conclusion that investment style is much moneadrtant than management within a style has be:
harder and harder to ignore. Even when a manageés hes benchmark, we are left with the problem of
determining whether he was good or just lucky. fidwlving door, and large institutions' continual
search for managers that can add value, adds aedethe belief that beating a benchmark can't be
done consistently. The migration from active mamagye to indexing or passive management indicates
that many large institutions have concluded thidweeiit can't be done or isn't worth trying.

Taking Big Bets Against the Benchmark

Even within a carefully defined style, investors atill faced with a wide - even alarming - vaoatiof
results in both the short and long term. Lookingiagt the ten-year result for domestic equity &jnd
there is a surprisingly large variation in outconteart of this is attributable to style differene@thin

the markets. But a large amount of the variatianalao be attributed to sector or timing "bets" by
managers. When a manager decides to over-weigldar-weight the firms or secwin his style grou
he expects to improve results. He might decide @eateral Motors will do better than Ford. Or he mig
decide that cars will do better than banks. Or ightrdecide that cash will do better than stockent
my perspective, there is a chance that he will teng. If so, he will not make even the benchmark
return.

Most of us are risk-adverse. If at the beginning@ ¢én-year period we were given a choice of a sure
return of 14.78% or one that might run from 24.7it?44.06%, most investors would go for the sure
return. Looking back, most individuals never canose to the benchmark and wish they had chosen it.
The benchmark would have been better than all 8utf 3he 262 funds or top-quartile results. A tiytal
passive approach to selection and a policy of ndkebdming would have delivered very satisfactory
returns. And we don't have to be either skillfulrky to get them.

Based on managers' dismal record to outperformhrearks, we have to take very seriously the
argument that markets are efficient. While we wélver be able to prove our case to the satisfaofion
everyone, the evidence is pretty strong. This ewdeas supported by studies of markets worldwiden
if some other markets around the world are noffagent as ours, they still are pretty efficieltt.
information in foreign markets isn't as good as wirre used to here, at least all the playerdaimg
equally deceived.

When we go about building our investment stratagyenchmark, styler@assive approach may be v
viable. After all, what's wrong with top-quartilesults?

In my own practice, | maintain a very heavy weightin institutional index funds wherever they are
available. | think that approach gives us the hsglpeobability of a successful outcome with thedsiv
risk. 1 do hedge a little: actively managed fundséa minority position. All other things being aefu
(they never seem to be), when given a choice betaetvely managed funds, | will go for the onetwit
the lowest cost, widest diversification, and lowteshover. To the extent possible, | want to see
predictable results. | hate underperforming thecherark more than | would enjoy overperforming. That
makes me pretty much like my clients: risk-adverse.

So wereturn to the thesis that asset allocation is mmobke important than focusing on a particular st
timing, or manager. If it's more critical to betire right market or style than any other factory hitm we
choose the markets? What do we know about stykesiimg results that will help us construct our own
portfolios? In the next chapter, we'll focus on hafirm's size affects returns, and on the debate o
growth or value styles.
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CHAPTER 9

Doing It With Style

Until just a few years ago, the investment busimessunded with genteel arguments between managers
with different investment approaches. Each wouleipim compelling reasons why his or her methods
were best.

Growth managers, for one, assumed that rapidlyasing sales, profits, and/or market share woald le
to a rapidly growing stock price. Meanwhile, valmanagers argued convincingly that overlooked or out
of-favor companies would provide steady growth winigh dividends and a large asset base would
ensure downside protection. Small-company managerise fondly of discovering just one or two of
tomorrow's Microsofts. Large-company managers fadadiquidity and well-established companies. Mid-
sized-company investors argued that second-tiepaoras offered stability, growth potential, and the
opportunity to exploit market inefficiencies. Thenf foreign-stock managers were busy trying to
convince Americans that international investing migsist plain crazy. (Emergingrarket managers we

all still in diapers.)

While these arguments made for wonderful entertamnthey were unresolvable. Debaters lacked even
common definitions; their discussions were devdidppropriate yardsticks, and they lacked the
necessary tools to measure performance or riskh EBanagement approach yielded "acceptable” po
results, but each excelled at different times. Canspns were necessarily difficult, and managerslevo
each stress the time frames in which their own @gogr excelled.

Investors could hardly be blamed if they didn'tdfsolid guidance from Wall Street's competing gurus
The truth is, all the gurus were just blowing smdkebody knew what was going on! (The idea that
various types of investments might be complemerttadn't even been considered.)

A Modest Proposal

Two University of Chicago professors, Eugene Famthkenneth French, found an elegant way to help
resolve the above problem. But in doing so, theghed off one of the liveliest debates -- and bsgjge
dogfights -- finance has seen in years. While &seilts are surprising, their arguments are conmagelln
fact, other data solidly supports their originaidst. Markets appear to have a sweet spot whereehigh
returns can be expected without additional risk!

Under the Capital Asset Pricing Model (CAP-M), &t@eices and expected future returns are related to
both market risk and a unique risk that each stask called "Beta.” Beta is a measure of the \injatif
the individual stock in relation to the market asftele.

Everyone in finance loved CAP-M. It was elegant egldtively easy to understand and explain. There
was just one small problem: Beta didn't do a veydyjob of explaining either price or returns. In
particular, CAP-M and Beta left large anomalietwio areas: small companies and low-priced
companies had higher-than-expected returns.

In their June 1992 article, "The Cross-Sectionxjpécted Stock Returns” (published in fleeirnal of
Financg, Fama and French set out to find a better wagkdain prices and returns.

Beta is a single-factor variable. Fama and Frenel & number of other factors in combination te e
they could provide a better fit. They found thagether, size and book-to-market (BTM) ratio did the
best job of explaining stock performance. BTM is thtio of a firm's book value per share to itskto
price. If you are particularly observant, you mayé noticed that BTM is the inverse of price-tofo0
(P/B). This alternative figure was created out @tessity, because book value may sometimes be zero,
and a ratio with zero on the bottom is impossiblege in calculations.

A firm with a high BTM has lots of assets per shesmpared to a low-BTM firm. As it happens, high-
BTM firms have characteristics associated with tedland low-BTM firms tend to be "growth" firms.
Growth and value are somewhat fuzzy terms. Evergeeens to agree that Microsoft is a growth
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company, but value seems to be in the eyes ofdghelder. BTM provides an objective measure.
"Value investing" may be one of the world's gregpeslic-relations terms. Value firms are sick pigsp
High-BTM firms (low P/B) tend to have low P/E's ig@-to-earnings ratios), low return on equity, low
return on assets, slow or no growth of sales, gisiaping profits, and other discouraging financial
results. Even though they have large assets, thieetrtaas driven down the price of their stock. Besea
management often has no clear idea how to genaddigonal business growth, many high-BTM firms
pay large dividends. They are troubled firms. Ulsudley have been troubled for a while, and will
continue to be troubled for some time in the futdiee risk of business failure is higher than foat
healthy, growing firms. They are companies undersst

Low-BTM firms (high P/B) are just the opposite. Jeave high P/Es, return on equity, and assets.
Usually, they have histories of exponential growtiprofits, sales, market share, and other healthy,
desirable attributes. Generally they have so mawgstment opportunities internally that they do pey
high dividends. They are healthy companies.

Dividing the Market by Size and BTM Ratio

Fama and French took all the stocks in the N.YclStExchange and divided them into 10 groups, or
deciles, by market capitalization. Market capitatiian is the total value of all the securities diran. It is
found by multiplying the price of a share by thenber of shares outstanding.

Having now established arbitrary size groups, e fpok all stocks traded on all exchanges and
distributed them into the appropriate size groBexause of the smaller, average size of the nonENYS
stocks, the groups now contained many more stastesilin the smaller deciles than seen in the equal
distribution of the original NYSE deciles.

If you think of the size groups as being listechirtop to bottom, Fama and French then horizontally
sliced the result into ten groups (deciles) by BTMey now had 100 portfolios or styles. Each pdidfo
was followed for one year, and then the procedwas done all over again. The performance of each of
the 100 portfolios, as annually redefined, wafe#d from 1964 to 1992, a 28-year period.

The results were surprising. Small-company stoekkhigher rates of return than largempany stocks
but they had a much higher risk as measured bylatdrdeviation of returns. However, higfi-M stocks
(value) had higher rates of return than low-BTMck(growth) without any higher risk, as measungd b
standard deviation. This occurred at every sizellebhe value guys were right all along!

Investors in the bottom three deciles by size m@ymtect a total return of about 5% (compounded
annually) higher than the top three deciles. Howethey will experience greatly increased volatiliit
every size level, investors in the highest threzléege by BTM will receive about 5% greater compoexh
return than the bottom three. Value investors moll experience any significant increase in riskeast

as measured by volatility.

New Study, New Problems

The implications of this study, if validated, ataggering for both economists and investors. CABAd
many of its implications are discredited. Investwaa now construct portfolios with better performan
than the market as a whole. Economists are stuitktthwe problem of explaining how value stocks can
provide higher total returns without being subjecadditional risk.

The author of CAP-M, William F. Sharpe, seems t@bp@ying the debate. He has stated that he thinks
Fama and French are on to something. He has atsths& he thinks CAP-M, for which he won the
Nobel Prize in Economics, was a pretty good fifiirg and he is glad that the committee can't tiad&ek
the prize. The rest of the academics seem to havieed themselves into a frenzy either attacking or
defending CAP-M. You can find plenty of papers pdsbn the Net at various universities if you care t
follow the battle.

One of the implications of CAP-M was that the "sug#icient” portfolio, the one which generated the
most return per unit of risk, was the total worlasket basket. An investor who wanted more or lesks r
could take this global-market index and either tage it or water it down with a "risk-free" assehis
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led to the spread of global indexing as an investrtechnique. Now it turns out that investors can d
considerably better than the world-market indexhbgvily weighting their portfolios with value stack

Economic Justification for the Three-Factor Model

The idea that investors can expect additional nstwithout additional risk has even Fama and French
struggling. It smacks too much of a free lunch fésulty members of the University of Chicago, we
would expect them to cheerfully die before they ldadmit to the existence of a free lunch.
Consequently, they are trying to identify factotisey than volatility that might explain the paradox
Fama and French believe that their findings aresistent with an efficient market. They relate the
differences in pricing and performance to costagital. If you run a large company and either barro
money from the bank or issue bonds, you will gelhelave to pay a lower interest rate than a small
company because of the lower risk you appear &r.oii the same manner, if you issue stock, you wil
generally command a higher price than a small comp&s we might expect, large companies have a
lower cost of capital.

In a like manner, well-run firms have a smallertaafscapital than poorly run or stressed firms. iHapst
of capital means depressed stock prices and ttasstdo higher expected returns.

A Bagful of Sick Puppies

I must admit that it is difficult to get too exait@bout an investment philosophy that advocatesguy
sick firms. It goes counter to the grain, and thmle idea takes a little getting used to. It's Hard
imagine generating much envy as you describe yorifgho of downtrodden losers. However, the
returns generated by a diversified portf@fadistressed companies more than make up forldmeayr of
trying to uncover tomorrow's Microsoft. It appe#rat investors have been paying too much for growth
firms and too little for value firms.

Of course, the Fama-French research was subjextdtthe normal indignities of any revolutionary
study. However, enough studies in other marketsodimer time frames have validated their original
work. Value stocks appear to perform equally weljiobal markets.

The three-factor model goes a long waward explaining the returns of many mutual fuadd portfolic
managers. By examining managers' styles (as delfipdide size and BTM ratio of their portfolios), we
have another powerful tool to evaluate managenmféttereness. It's even possible to examine the
pattern of a fund's past performance and makeyackese guess as to the portfolio composition. bsm
cases, style accounts for far more of the perfoomainan does skill, cunning, or luck.

Investors receive another benefit from the Famaéhré¢hree-factor model. By incorporating
explanations of stock returns based on size and Batids, we are able to more confidently predict
expected returns when modeling portfolios. Thishradblogy represents a measurable improvement
using unadjusted, raw-data past returns as theceeg&uture rates of returns. Historical raw data i
subject to unusual non-recurring, non-economic evirat can dramatically distort its usefulnesa as
forecasting tool. Improved rates-of-return foresasil lead to much-improved optimization modelslan
better-performing, lower-risk portfolios.

While long-term data would strongly suggest theesigpity of small-company and value investing to
maximize returns, we must still be aware that ghoard larger companies may experience extended
periods of market favoritism. For instance, smathpanies did far below average in the 1980s. In the
short run, we can expect significant year-to-yearation. Accordingly, it appears wise to continue
holding some of both in a well-constructed plamiaimize risk at the portfolio level. However, thest
available data would indicate that a strong tilvadue and a higher representation of small-company
stocks in equity portfolios will handsomely rewdodg-term investors.

Next: Fun with Numbers

In the next chapter, we will shift gears and exarsome basic techniques investors should utilize to
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build an investment strategy that will carry thertoithe 21st century. | call these techniques "no-
brainers": the magic of compounding, dollar-costraging, the joys of tax deferral, and why the best
time to invest is the time when you have money.
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CHAFPTER 1o

Funmn with Numbers

The Census Department estimates that over onembiaby boomers will live to be more than 100 years
old! Unfortunately, few of them have even begusdwe for retirement, or even know how much it will
cost. Like two trains hurtling down a track towaatch other, savings rates have fallen, and life
expectancy is increasing. The resulting crashmatlbe pretty!

Boomers wishing to avoid the financial disasteowativing their money have two realistic option$€ly
can beat the odds and die early, or begin savimgin@ serious manner. As we shall see, any delay i
beginning to save is not a viable option. And, whenmers save and invest, they had better get those
a market rate of return. Otherwise, there are gtorige a lot of very old, very broke people wanagri
around. Given demographic trends, it's not liklly jovernment is going to be in a position to balil
boomers out.

One of the most powerful financial concepts assisitnvestors is the magic of compounding. It looks
like magic because rather than increasing in agéiréine, compounding investments increase
geometrically. Not only does principal increasehegear, but this year's earnings become next year's
principal and accrue even more earnings. The psagggats as long as the money is left to grova As
result, what seem like small differences in inpengrate giant differences in the final result. tmeo
words, what appears to be a small change in ratetan, or slightly longer time period, will makee
difference between poverty and comfort in your adg.

Let's have a little fun with numbers to see how pounding can work for us. Applying what we can
learn about compounding will give us some "no-keesti to guide us in our accumulation planning.

First Things First

Before you start a long-term investment plan, yaisninave your basic financial house in order. Ne on
should invest until they have a 3- to 6-month aasierve for emergencies, the proper insurance
protection, and the basic legal documents. It wdm'you or your family any good at all to get a 3t#te
of return if you lose your job, wreck your car, die get disabled tomorrow. In a very real sengeand
disability insurance buy you time.

Put Time on Your Side

Here's an example of how compounding can put timgoar side:

Suppose on the day you were born your parents eaie to have a nice retirement when you turned
65. Each year for 10 years, they deposited $1,0@0an account for your retirement. Assuming thait
earned a reasonable 10% net, your retirement pbadvwgrow to $15,937.42 by your tenth birthday. At
this point, your parents stop making contributiofise fund continues to earn 10% net, and you dee ab
to resist the overwhelming urge to cash it in foresv Corvette when you reach 21. The fund grows to
$3,013,115.83 over the next 55 years!

To adjust for inflation, we assume that about 3d%he nominal yield was eaten away. The "real @alu
of the accumulation in terms of dollars when youenaorn is $322,027.60. The "real value" of the
inflation-adjusted income available to you is $31,99 for the rest of your life. We are assumirgg th
you withdraw 6.5% beginning at age 65, and lea%@630o grow to hedge the inflation rate. All of this
was accomplished with a total cost to your parehtsly $10,000. Compounding had worked its magic.
Now let's assume that your parents waited until yenth birthday to begin a savings program for.ybu
they deposit $1,000 a year for the next 55 yehesy; will "only" accumulate $1,880,591.43 for your
retirement. Waiting 10 years has cost the accumoulahore than $1.2 million, even though they have
contributed $55,000 to the program.
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If they still want to accumulate $3,013,115.83 ytheust contribute $1,602.22 per year for 55 years a
10%, and the total cost of the program has grow$s&)121.94.

Let's change the example again. You are now 2G\adr just out of college, and want to save fauryo
own retirement. How much must you save each yeh%t to accomplish the same goal at age 65? A
few seconds with a calculator will show you thatkes $4,191.26 per year. The price is going upits
not out of reach. However, since you are entitted hew car, and you don't have a stereo yet, you p
your savings plan off for a little while.

At age 30, you briefly toy with the idea of stagia retirement plan, but you now have two childeen,
spouse, and a new condo. You are a little distdegssee that the annual cost of meeting your hasl
grown to $11,117.51.

Age 40 finds you with a new home in the suburbs, fan your birthday you fulfill the right of every
American to own a wide-screen TV. At half-time chgrithe Superbowl, you pull out the old financial
calculator and find that with 25 years remainingge 65, your cost to fund your retirement supplgme
is now a serious $30,637.58 per year. The shoditssgou to the refrigerator for another brew. As the
half-time show winds down, you tell yourself youHink about it next year.

Fifty finds the kids away at college and a newrlitfiin the driveway. Your company may lose a big
contract, and there is disconcerting talk aboutrtring, so now doesn't look like a great timettotsa
serious savings plan. You're too stressed outeclghbut if you had, you would have been shocked tc
that with only 15 years to go until your plannetireanent, you will need to deposit $94,823.14 each
year!

Age 60 finds the "children" living at home agairmel don't seem to be in any big hurry to leave,
although there has been a trial balloon floatéthtwrow" the funds for a down-payment for their own
condo. The $189,059.14 required each year to fond setirement plan is clearly out of the questiamg
you are wondering how it will feel to still be wanky at 80. You catch yourself daydreaming about
winning the lottery.

Lesson No. 1: Start Early

The first lesson we learn from our little exeraséo start investing early. Put time on your sithe
earlier you start, the easier the burden, and the tikely you are to have a successful outcon's. It
never too early to invest for retirement, but i ¢get too late. It's easy to put it off. Therelisays a
good excuse. Don't let it happen to you. The cbetaching your goal goes up each day.

Lesson No. 2: Plan for a Reasonable Rate of Return

The next lesson we can learn from an exercisethiisais the importance of getting a reasonable ohte
return on our investments. While | used 10% asa™'fate, | don't think many Americans actuallyre
close to this as a net rate of return over time t6@much money is committed to "safe" low-rate-of
return asset classes, and far too little to thidigisk, higher-return classes.

Let's go back to the time you were a 20-year-dltbdk $4,19126 each year for you to reach your go:
10%, but if you expect to make only 9%, you mustssb,729.90 per year. Of course, if you expect to
earn 11%, you can reduce your funding cost to $8|%953.92. So a 1% change in earnings has a huge
impact on funding costs.

Given that we know that risk in an equity portfdiadls as time horizon increases, and that a regré
plan certainly has a long-term horizon, investérsudd consider shifting assets to where they vatl g
higher rates of return. That means fewer bonds,, @bs annuities, and more stocks. Within the stock
classes, research would indicate that a tilt towatde and small-cap stocks, and international and
emerging markets, will increase rates of returopBrly mixed, these asset classes should generate
handsome increases in return without undue riskatér chapters, we will construct a portfolio to
demonstrate the possibilities for both increasatgs of return and reducing risk.
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Lesson No. 3: Control Costs

Rate of return is not exclusively a function okri€ost can have a major impact on an investment
program. Markets are reasonably efficient, and itat likely that you can beat them by much or eaten
all. Each market can only return so much. Thatrreisireduced by cost. You must adopt an effective
cost control program as part of your overall stygtéVe will have much more to say about how Wall
Street can get in your knickers later. But for tigbw, | will state that the average client of #-&ervice
brokerage house could save an easy 3% per yeasjognding with its dubious advice.

Lesson No. 4: Control Taxes

One of the least-understood costs in an investpamifolio is tax. In the real world, most of us leawo

pay tax, and many times our investment plans iserear tax burden. Each time we receive a dividend,
interest payment, or capital gain, Uncle Sam hasind in our pockets.

Tax can become a very serious drag, but it dobam# to be. In many cases, taxes on investments are
voluntary. Or perhaps we should say they are amaignorance, because they can easily be avoided.
If we go back to our example, suppose the 10%afateturn we spoke of was all dividends or interest
and we received all of it each year as we wentgltrwe traded the portfolio each time we made a
profit on a trade, we create a tax liability. Evewe are in a very modest tax bracket, taxes coedllice
our return by 25%. That would mean that our netrreis only 7.5%, and we will have a much harder
time reaching our goal. Either we invest more orfalleshort.

In real estate, the prime considerations are losatocation, and location. In tax strategy, thiengr
considerations are defer, defer, and defer. Thgelowe can defer paying a tax, the longer we have
investment dollars compounding for us rather thaingto Uncle Sam. If you buy a stock and nevdr sel
it, you will never have to pay a capital gains téa#en you die, your heirs will receive the stocksonew
basis from your estate. (They may or may not hayey an estate tax. That is a separate considesgati

Mutual Funds

Mutual funds present a couple of interesting wiskll want to preface my remarks here by clearly
pointing out that | am neither an attorney nor ecoantant. As such, | never give tax advice. Yoousth
check with your professional tax advisor aboutithplications of the following information. Also,rste
the Net reaches so many international investomderstand that the following pertains only to U.S.
taxpayers. (Almost all other countries have mowefable tax treatment for investors than does the
United States. We seem intent on punishing investere.)

Many mutual funds have huge portfolio turnover.yas are probably aware, each time a fund manager
sells a stock in his portfolio, you get a pro-rsitare of the gain or loss. All the transactionstaetaed at
the end of the year, and you get a 1099 tax fomydar share. A copy goes to your favorite unckemsS
This can often result in a tax to you even in aryghen you have losses in account value. The @ative
effect of taxes each year can seriously erodeghens that equity funds can generate. Some of the
mutual-fund rating services have included informatbn tax efficiency. This is a very rough estimatte
the capital gains already built up by a fund. Fewestors are aware that when they buy a fund #egah
substantial unrealized gain, they may soon hayayaaxes on the gain as if they had held the frord
the time it first bought the stocks. This is hardlyat we would consider an optimum outcome.

But help is at hand. By their very nature, indemds don't turn over their assets. So taxes withbemal
compared to an actively managed portfolio. Somexrfdnds have even taken this a step farther. They
have a stated objective of never incurring a cagda for the shareholder. The only time they etpe
incur a capital gain for the account is when a canygs acquired for cash. In that event, they ejmec
be able to sell sufficient stocks with a loss tevent a net gain for the shareholder. So only divitl
income and nominal interest income are subjeaxolt an equity portfolio, this should be a venyadl
amount compared to the total appreciation over.time
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Just over the horizon are even more tax-efficiedéx funds. These funds would manage themselves so
that dividends and interest were smaller thandinel$’' expense ratio, so shareholders should naver h

to pay a tax until they sell their shares. (We pgsume that the implied strategy will favor growtid
smaller companies.) When it comes time to sethefholders meet the capital-gains holding petiogly
should get the more favorable capital-gains raggplect these funds to be available during the h2xt
months.

To maximize your own benefit from this strategyepeaecords of each purchase so that you can iglentif
the shares you sell as the highest-cost ones inpatfolio. That will minimize the gain and thexes.

Beating the Tax Man

Uncle Sam does offer us one great way to beaathenain for long-term investors. Pension plans, K01(
plans, IRAs or SEP-IRAs, and Self-Employed Pengllams (HR-10) all offer total tax deferral. There
are no taxes on interest, dividends, or capitaigas long as the funds remain in the retirement. pl
You should take advantage of any tax-favored meigmat plans available to you. The combination of
current tax deduction and tax deferral is the teag since sliced bread. Hopefully you will pick u
some employer matching contributions, which willlhg sweeten the deal. Stuff every penny you can
afford into your retirement plans as early as yan afford it. As the ad says: "Just do it!"

What's more, invest in equities for the long hauall don't get hung up on trying to time the madkdie
too concerned about normal market variations. Mk in your favor.

Dollar-Cost Averaging

Dollar-cost averaging has been described as otteeafldest, least-exciting ways of investing. But
almost everyone agrees on its validity. Actualiysia simple discipline. It requires investinged s
amount of money at regular intervals in a particulgaestment over a period of time:

$3$ Invested @ Regular Intervals x Time = Dollar-CasAveraging
Studies show that investors who use this strategyage a lower cost per share on their purchases th
those who try to time their purchases to buy aildlaest prices. Most experts agree that it takes a
minimum of 18 months for dollar-cost averaging &difective.
The advantage of dollar-cost averaging is appavéen you sell a larger number of shares at a higher
price. Remember, you accrued more shares becaus@yestment bought them over time at a lower
price. Certainly, averaging works best with fundstocks that have sharp ups and downs, since that
gives you more opportunities to purchase sharesgesensively.

Simple Example

A simple example developed for the May 1993 isdM/orth magazine illustrates the concept:

You decide to invest $1,000 in your favorite stockthe first of each month for three months. Thet fi
month, the stock sells at $100 a share; you bushd®es. The second month, the stock falls to &5tae
and you buy 20 shares. The third month, the stec&wers to $75. Your $1,000 investment buys you
13.3 shares.

You now have 43.3 shares that you bought at thifeereht prices for a total outlay of $3,000. Theck
is currently selling at $75 a share, so your 4B&@as are worth $3,247.50. That's an 8.25% prlSD,
your average cost per share is less. If you dithéeaverage price per share by your total investimien
$3,000, your average cost per share is $69.28.

Dollar-Cost Averaging Sample
Month Amount Invested Price Per Share # Shares

1 $1,000 $100 10.0000
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2 1,000 50 20.0000

3 1,000 75 13.3333
$3,000 $75 3813
(Total) (Average) (Tal)

Amount Invested  =$3,000 ($1,000 x 3 months
Current Value =$3,250 ($75 x 43.3333)
Average Cost/Share = $69.2308 ($3,000 / 43.3333)

Of course, this is a hypothetical illustrationdttes not imply a guarantee of a specific returamyn
particular security. It does not take into consitien taxes, inflation, and costs in purchasinglstp
which should all be factored in when you figure yoeturn on investment.

A 401(k) plan is an excellent way in which to implent dollar-cost averaging. Since money is deducted
each pay period from your earnings and placedtimat01(k) plan, you will find that you have pags$$
per share over time if your choice of investmertaains constant for a substantial length of time.
Reinvestment of dividends and capital gains isrenfof dollar-cost averaging and one of the smartest
things investors can do. Also, with few exceptiaesvesting costs you nothing in terms of loads or
fees.

Finally, if you do decide to use the dollar-costaging strategy, you need to bear in mind th#tpagh
it has been a highly successful investment teclniqumost instances, it neither assures a profit no
protects against losses in a down market. Dollat-aeeraging works only if you continue to purchase
systematically, regardless of whether the marketdlates up or down. As such, you have to stick wit
the program to get the best benefits.

Force Yourself

Nobody enjoys their toys more than | do. | known entitled to each and every one of them. So | have
had to trick myself into saving. | am constantlgsding for ways to keep my grubby little handsroff
money. In fact, I've set up a process that doaoitv me to ever see the money. | use a maximum
pension contribution to make sure | don't convinng earnings into boats.

The best way to make sure you have the funds wbhemged them is to set up a payroll deduction each
month. This will put the tremendous power of deltast averaging to work for you, and painlessly
reinforce your wise decision to start now. One gffirends wants a bill each month for his savingalg
Another gives it to his wife to inveslust find a method that works for you. If you echéerther discipline
just remember that the only thing worse than beiegd may be to have outlived your mon

Summary
So, there it is: Put time on your side, start eanlyest for high rates of ratu, control costs, control tax
use dollar-cost averaging, and initiate a forciypstam if you need to.

In the next chapter, we will start to develop avestment policy by defining our objectives, timeihon,
and risk tolerance.
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CHAFTER 11

Setting Your Goals

When people find out that I'm an investment advitw first question they often
ask is: What should we invest in? But when | Idodrh straight in the eye and ask
them why they are investing, for how long, and houch risk they are willing to
take on, they become very impatient.

Set Goals

| guess we all want to jJump right to the "good parBut investment management
Asmset is a continuous process where the goal must déimelan.

Allacation

Planning Process Overview

Many professional investment advisors divide tranplng process into five clea
Ll lal ot defined steps as seen at the right of your screen.
Actually, we all know that the steps cannot be s&ed, and instead of a straight
line, we should think of the process as a contisuoap. But the five-step process
will give us a good framework for discussion ashegin to develop investment
P strategies.
A A clear definition of objectives, time horizon, ansk tolerance goes a long way
toward suggesting the appropriate investment gfyafEhe better we can define
our objectives, the better plan we can craft totrttemm. The more precisely we
can define our goals, the better plan we can ddsigmeet them as well. It's not
enough to say: "l want to make a lot of money,"l@on't want to take a lot of
risk."
Of course, in real life you might normally be exygetto have several distinct
financial goals, each with different parametergioing family may be
simultaneously saving for a down payment on a heeteggement, and college-education expenses. An
older couple may be focused on retirement andesstatservation. Each objective may have different
time horizons and risk parameters.
Because of the nature of my practice, and becawost long-term investing tends to be for retiremént,
going to slant the remaining discussions towartlgbal. However, the lessons we learn can be apfdie
any investment goal.

Setting Monetary Goals

Setting monetary requirements for each goal isaagsitforward process and can be outlined accortting
the chart below:

- As afirst step, inventory your resources, inclgdoension plans, social security, other existing
investments, and real estate. Add in any othemgdrnvestments.

- Project your income needs and capital needs irytodallars.

« Add an appropriate inflation adjustment. This ille you a target in inflated dollars.

« From this information you can determine your minimrequired rate of return on your current
assets and planned investments.

- This required rate of return must be feasible atadreable, and within your risk tolerance.
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/ — / If the rate of return isn't feasible, you bettergak and make adjustments
Resounces in your lifestyle or increase your planned investiseBased on what we
! know about long-term returns, | wouldn't be verynéortable if your
Project 4 retirement strategy required an 18% return on yautfolio. It's just not

P likely that you will be able to find a combinatiof assets which will
Y reliably deliver that rate of return.
/ H:{ﬂ?{,ﬁc".m / Often investors feel driven to take excessive whlen they are unable or
I no  unwilling to invest enough to meet their goals. yhbecome prime targets
Required for scam artists with inflated promises. The elgeften become victims «
NO Rate of Retum fraud when they see that their existing assetsnaillbe enough to support
their lifestyle. Then they lose everything.
@ Finally, we can design a portfolio with an expeata of return adequate
for your needs. Most of you will find that you mwgvelop a required rate
Yas of return higher than bonds and savings can gemeFae next question is:
Can you live with the risk required to meet youalg@ If you can't, we
Tolerance? have to go back and adjust your lifestyle or inseeplanned investments.

res
T

Software Help

Desigr Portfalio

If this sounds like a very complicated exerciséaxeWe have software to
do these calculations. Many available programsarg powerful, and allow for instant comparisons of
alternative scenarios. You will be able to seeainly if your assets will qaport your desired lifestyle, al
what rate of return is necessary to keep you franming out of funds. We can also determine how much
risk you will have to assume to get the desired adireturn.

Vanguard, for instance, has a very sophisticatieneent planner. This program will guide you thgbu
many of the items you must begin to consider ashyold your plan. It makes quick work of budgeting,
social-security forecasts, inflation adjustmensseds available, time to go to objective, rateetfrn
required to meet objectives, and risk required éeimate-of-return requirements. You can buildriown
expenses like college or a new boat, and expeatadefreceipts like sale of a home or inheritaivaa
can see the effects of tax-rate changes, and plagt"if?" with investment returns or risk levels.
Because this software does such a great job ahgubbgether so many elements of the problem, and
graphically illustrating the possibilities, it mag about the best $17 you will ever speddeck out my
bookshelffor contact numbers. Quicken just announced eera@int planner, and Microsoft Money won't
be far behind. Other mutual-fund companies prosiféwvare now or will soon. Several freeware and
shareware packages are available on the Net.

Your age and financial situation will impact howuyset your goals. It's silly for 25-yealds to attempt t
exactly forecast their retirement budget. At thget,dew of us know how our lives and careers will
develop. In addition, the very long time frames mtwt if our estimates of rate of return, inflatior
expenses are off just a little, the resulting ewikbe enormous. But while our future may be arti
sheet, the need to provide for it is not.

Putting Time on Your Side

As we saw in the last chapter, it is vital to begwesting as early as possible, and small perisaiings
early in our career will grow to really meaninghdlances given the magic of compounding. So, 25-yea
olds may be content with a goal of saving 20% efrtgross income, obtaining a rate of return déast

6% over inflation, and avoiding taxes on their isiveents. If they continue this discipline throughiheir
careers, they may reasonably expect to attain dinhmdependence and security.

The idea of saving 20% of your gross pay may seéttiearevolutionary to many of today's consumers.
Since we're showered with credit cards, it mayiffecdlt to resist the temptation to spend, spesuend.
But keep in mind that no matter how little you thiyou earn, many others would be happy to have 80%
of it. If we don't establish the discipline to liea less than we make, no one else can do it fandno
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amount of investment advice will help.

All investors with access to a tax-favored retiratq@an offering a current tax deduction, as weltax-
deferred accumulation for the life of the plan, Wddake maximum advantage of this opportunityvilt
reduce the real cost and increase the benefitswflyard-earned investments. By providing bothreota
(in the form of tax deductions) and a stick (in tbem of tax penalties for early withdrawals), rethent
plans increase the chance that money will be saretithat it will be used for the intended purpose.
Many people find it helpful to put their goals imiting, and actually sign this document as a cantwath
themselves. This gives them an extra sense of conent. As I've said before, if you're anything like,
you need a system to enforce discipline when tlid chyou craves another toy.

As we grow older, we should be better able to deradle on our career progression and lifestylea@s
50, it begins to be possible to forecast retiremegtiirements. Most of us have some fuzzy ideatabou
where we would like to live, in what style, whatesiboat we want, how many children we have lefiub
through college, and other needs. By this pointaise have some assets to inventory. We can begin t
put numbers on our requirements. The assets algitéle extent of our needs, our past investment
success, time remaining to retirement, future itnaest levels, and required rates of return canrbapbe
estimated.

Nest Egg

Hopefully, we will have accumulated a good-sizedtregyg. This nest egg will continue to grow, and
along with planned additions provide for our futseeurity. If we have no nest egg, it's not toe tat
begin a serious investment program.

As we approach retirement, our planning can beaoime refined and precise. All along the way we will
need to adjust constantly. We may develop new requénts, or need to incorporate new research unt
plans. A good plan is flexible, but focused anaigitned at the same time.

Investors must not assume that because they aedragheir need for income will automatically dease.
Many "young" retirees (say under 75) actually fthdt they need more income than they did before
retirement. Because of increased free time, thayncav travel and pursue other interests which were
deferred during their working and child-rearing slayn any case, it's probably not realistic to glamess
than 75% of your pre-retirement income in "real’irdlation adjusted dollars.

Somewhere between age 70 and 85, retirees may toelgimt the number of trips they take and reduce
their income needs. However, about age 70 mamgestifind that their income needs increase again as
their health-care and long-term-care expensesasere

My own expeience with retirees bears this out. Few choosé o a rocking chair on the porch and dr
iced tea all day. A friend of mine recently invitetk to jog with him one morning at a fishing carhpun
several miles three to four times a week, but aftisw miles, | had to quit while he continued on f
another three miles. After breakfast, we went fighior the entire day. After dinner, the retireg &n
evening hike, followed by card playing well inteethight. The next morning, he was up early to go
fishing again. His age? A mere 75!

So, don't assume that your income needs stop wdenegire. If your retirement is going to be theltgn
years," you will need money. If you set your sigiats low, you can absolutely guarantee yourself a
lifestyle of poverty in your old age.

Time Horizon

Time horizon is a critical factor in investmentqiéng, but often not properly understood. Time haoni
ends when you plan to liquidate an entire portftdioneet a goal. For instance, if you are savimgfo
down payment on a house in two years, the timezboreft is two years. However, if you are invegtin
for retirement, the time horizon is the rest of ybie. Let me say that again: The time horizondor
retirement plan does not end the day you retire. 8ferage married couple at age 60 will have at lea
one partner reach 93. By definition, that's a Jeng-term time horizon.

One of the most inane ideas regularly foisted upemAmerican public is the idea that retirees sthoul
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invest only for income, and that as investors gotaer, they must become more conservative. Even The
Wall Street Journal occasionally quotes some ldaed financial planner reciting the formula that th
percentage of bonds in a portfolio should equabtle of the investor. Hogwash!

Many financial planners who specialize in investiogretirees insist that their clients invest fath

growth and income until their late 90s! Given tleewlong term that retirees can be expected tg éve
planner who recommends a heavy percentage in "Baésl'assets such as bonds, annuities, or CDstmigh
later expect to be sued for malpractice sincertliestments and income failed to keep pace witlatioh.

As we have previously observed, if you have a stiroet horizon, anything under five years, you hage
business in the market. In the short term, riskaior nest egg is too high. So if you are two yeavay

from building a new house, or your daughter is aboenter Harvard, your funds for those goals ply
ought to be in CDs.

But market risk falls as the time horizon increaseactually falls as the square root of the tinogizon.
That means that the difference between the besfwasst case expectations for a greatr time horizon |
only one-third as large after 9 years, or émerth as large after 16 years. We have also dedmith very
long time horizons, the worst case expectatioménstock market may be better than the best cake wi
"safe" assets.

Dual Horizons

Retirees who anticipate living off their capitabsifd consider that they have two time horizonghin
short run they will need income, and in the long tioey will need a growth of capital and incomeeyh
should arrange their asset allocation accordingly.

Nothing is worse than having to sell assets ateksad prices to meet a need that we should haseakir
and provided for. For retirees who need a steaclyne, in a very bad period, this could result i th
portfolio self liquidating. Accordingly, | recommedrhat my retired clients set aside the equivabéiatt
least five years' worth of income needs in veryistesm bonds and money-market funds. The balance
can be set aside to grow. For instance, if we atedvawing 6% a year for our income needs, then we
would have about 30% set aside for our needs iveaykar period.

In a bad year, we can liquidate the short-term bdogrovide for our income needs. In a good yibar,
stock-market funds can be reallocated back to horus resulting 30/70 mix will suffer a small total
return penalty, but because of the short-term hahésportfolio picks up a large increment of safét a
bad market, the bonds allow us to "live off thedathe land" while the stock market recovers.

Some fortunate retirees do not anticipate havirdy&ov against their capital for extended periodsmé.
Perhaps they have a large fixed pension or otharagiteed income. In that case, there is no paaticul
reason for them to invest more conservatively thay did before retirement, and no particular reaso
load up on bonds. The market will neither know care what their age is, and the asset-allocation
decision can be determined solely by their riskrahce.

Risk: The Four-Letter Word

Risk tolerance is the final dimension of the gatiag process. We have discussed the unfortuffigtete
of excessive risk aversion. Retirees face a faatgraisk of outliving their capital than losingnta
properly designed, equity-based, global asset-diioc plan. On the other hand, excessive risket th
portfolio level can lead to real and permanentdes¥Vhere we take a risk, we want to achieve thledsit
rate of return per unit of risk. So, even if we @avhigh tolerance for risk, we shouldn't just whsiuff
against the wall to see if it sticks. The ideanigiét rich, or at least achieve financial indep@de not
generate cheap thrills.

From my perspective, one of the biggest problentsskfis that when the market goes down, as itlgure
must do occasionally, clients will lose faith arallout in a panic. Sometimes | suspect that when w
speak of risk to the investing public, they filert some of what we say. They may think that risksh't
apply to them, or that the professional's rol@isliminate it in their portfolio, or that they Wdtherwise
be immune.
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So, when the inevitable market decline comes, tavegeel betrayed, shocked, confused, and frigitten
It shouldn't happen to them! In this frame of mim¥iestors are primed to do the worst possiblegthsell
and retreat to the "safety" of cash! All thoughtsomg-term objectives vanish. The investor loaksis
loss, and guarantees that he won't be on boattiéanevitable recovery.

Market risk means that sometimes your equitiesgaltdown. We can't determine when that will happen.
The market doesn't care whether you just investeid,you are above your starting capital, or hdese
you are to your goal. So, if you are in the marget,used to the idea. If you can't get used tadibe,

don't go into the market. Better to have not beetheé market at all then to panic and sell whemtlaeket
dumps.

Decide in advance how much risk you are willingdierate. You may define it in many different terms
You could say to yourself that you want to be 95iain (that's two standard deviations) that yolli wi
never have a loss exceeding a given amount. Ocguold say that you can accept a risk level abolfit ha
way between the S&P 500 and short-term bonds. Orcgald even say to yourself that you are williag t
tolerate whatever risk is required to achieve gitrm result 3% better than the S&P 500.

Risk-Reward Relationship

However you define risk, remember that savers shesd]) while investors eat well. The relationship
between risk and reward is almost a physical l&thd worst result you are willing to acceptis@ C
result, than that is also going to be your bessides result.

Now that we have decided where we want to go, webegin to examine roads which will get us there. A
clear statement of objectives, risk tolerance,tand horizon should be reduced to writing and ¥atm
the first portion of a policy statement for youv@stment strategy. The law requires that fiducsahave
and adhere to a written policy statement. But epéaip should have a policy statement, and | styong|
recommend that you put it in writing so that you cefer to it later. It will help keep you focused
achieving your goals, which will in turn help yaukeep a clear head in times of stress. If youktttiat
you can administer a long-term investment plan eitroccasional days of stress, either you areya ver
laid-back person or you haven't been paying atianti

The next step in developing your strategy is tamégformulate an asset-allocation plan which will
satisfy the requirements we have just laid doway 8ined!
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CHAFPTER 1=

Building Your Portfolio

Let's see how what financial economists have lehaver the last 20 years can help us build a partfo
After all, we haven't come all this way togethestjto go back to doing things the way our grandpare
did.

In the Real World

While we are building an investment strategy, westhacknowledge that we operate in an uncertain
world -- few of the variables are under our contBdcause we are dealing with future events weatann
see, we know in advance that any strategy we deg@levise is unlikely to turn out to be the 'ties
strategy in retrospect.

However, with what we do know, we can build a vgopd strategy. Rather than trying to beat some
yardstick, or every other investor around, a supestirategy has the highest possible probability of
meeting our long-term goals, and will subject uthleast risk along the way. It will attempt to
maximize our returns for the risks we are willimgtake, and systematically whittle down the riskd a
costs of being wrong.

In the short term, every portfolio will be "wrong"great deal of the time. At the end of each pemoth
the benefit of hindsight, we will wish that we haglen more or less committed to each asset class. Fo
instance, we might have wished for more stocksyaa when the markets did well, and more cash in a
year when they did poorly. We will just have to egtcthis in order to be "right" for the long term.

A Quick Review
Let's take a minute to review some key points fomneharlier chapters:

« Capitalism is the greatest wealth-creating mecihamger devised. As each of us goes about
serving our own interests, the value of the wod'snomy increases. The markets, which are an
integral part of capitalism, rise to reflect therase in the world's economy. We expect this
trend to continue. Markets offer each of us thestuopportunity to participate in the growth of
the global economy.

« Risk should not be avoided, because it offers aestor the opportunity for higher returns. In
particular, equities offer investors the highest returns over time. Most investors cannot expect
to meet their reasonable goals without acceptimgesievel of market risk.

- Asset allocation decisions explain the vast majafitinvestor returns, and offer investors the
biggest chance to control their investment resiihe impact of market timing and individual
security selection pale by comparison to assetatlion. It follows that the greatest share of the
investment process and attention should be devott asset allocation decision.

- Risk can be actively managed. Diversification s plimary investor protection. Asset allocation
between stocks, bonds, and cash allow investdeslto portfolios to meet their risk tolerance.
Modern Portfolio Theory offers investors the chataebtain efficient portfolios that maximize
their returns for each level of risk they mightdi#e to bear. New research by financial
economists (Fama-French) examines the expected seation of returns, which gives us an
opportunity to predict expected returns by catemog stocks by their size and Book-to-Market
Ratio. The practical implication of the Fama-Frenesearch encourages investors to construct
portfolios with higher expected returns than thekatas a whole by increasing their holdings in
smaller companies and value stocks.

« To paraphrase the popular license plate: "Risk ldagyj Investors must accept and expect
reasonably regular market declines. These eventddbe viewed as perfectly natural. At worst
they are a non-event to long-term investors; at they may represent buying opportunities. It is
vital that investors maintain a long-term perspectnd exercise discipline if they are to avoid
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the dreaded "buy high, sell low" behavior.

« Markets are efficient, and attempts to either ttheemarket or select individual securities have
not been effective or reliable methods of enhanoatgrns or reducing risk. Active management
cannot demonstrate sufficient value added to offsst increased costs. Deviations from
benchmark portfolios can explain the variabilitynofitual fund and institutional performance.

« Market and economic forecasts are notoriously uadkd. Accordingly, strategies based on
forecasting have not been successful when compar@tbng-term, buy-and-hold strategy. The
only forecast we make is that the world is notlifke end, that the world economy is going to
continue to expand, and that the world's stock etarwill continue to be an efficient mechanism
to capture this growth in value.

- Past performance of investment managers is ndiadleindicator of expected future
performance. Neither this season's big winner tgbig loser is any more likely to repeat than
pure random chance might predict.

« Cost is a major controllable variable in investmaanagement. Low cost is strongly correlated
to higher investment returns. Management feessa@ion costs, and taxes all serve to reduce
investor return. Cost must be rigidly controlled.

Plan of Attack

Our discipline to attack the investment problernalied "Strategic Global Asset Allocation,” a lotegm
strategy in which we will divide the investor's dable wealth among the world's desirable assaselsa
Naturally enough, our first task is to decide whadsets to include and which to exclude.

We will confine ourselves to liquid, marketable weites. This policy represents a major constraint,
not a particularly burdensome one. It allows uprioe each asset in our portfolio on a daily basis.
Should we wish to liquidate any or all of the politf, we can cash out for full value within one \kee
Right off the bat, we have excluded many asseselasome of which might be frivolous, some
desirable. Baseball trading cards, diamonds, pesttmps, rare coins, antique automobiles, and
commemorative plates are all out.

Other asset classes are excluded for differenbrsad/ost individuals will not be comfortable with
options, commodities, futures, and the more exddiivatives. Far fewer "professionals” understdred t
complicated trading strategies than claim to, ashzaattested to by the occasional multi-billiotlato
losses suffered by major institutions. If BaringanR can't monitor its trading strategy, how can god

| hope to?

Managed commodity pools are sometimes touted akeptwiversifiers for balanced portfolios, but
results have been distinctly under-whelming. A®aayal rule, all investors, no matter how sophaséid
they judge themselves, should restrain the occakioge to invest in things they don't fully undarsl.
Looking ba& over my own career, the more | have adheredisogéneral guideline, the better job I h
done.

To me, gold is just another commodity, an assédt wilimited expected rate of return and a very high
risk level. Many managers include gold as an adass in their portfolios. They are attracted lsyiery
low correlation to other asset classes. While leusthnd this point of view, | won't tie up any partage
of my clients' wealth in an asset with such a dismi@rn history. Lots of gold bugs are still haidion
to "treasure" purchased at prices of almost $806uaice 20 years ago.

By now, you are probably beginning to suspect disaet class selection may be rather arbitrary, Ijs
to the head of the class. Mine is a very "sticlbésics" approach, and subject to my own value
judgments. In addition, as a manager of other g®phtoney, | must respect their constraints.
instance, some clients may dictate that their pbo$ contain no emerging markets.

A Shining Example

Mr. and Mss. Jones are 60 and 55 years old, respectivelyJdmes is about to retire with a fixed pen:
of $50,000 a year from a major corporation. Regeir. Jones received a substantial inheritance. Th
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Joneses' total accumulated liquid assets are diiemdollars. The Joneses lead an active lifesayld

will need an income from their liquid assets of mpgmately $60,000 fully adjusted for inflation. &h
Joneses expect that inflation will run at least@@Bcent on average over the rest of their liveyTare
very reluctant to consider invading principal tadutheir income needs, and feel an obligation &s pman
their wealth to their children, if possible. Aboak they do not wish to outlive their income, anduid

like to remain financially independent. The Jonedescribe themselves as conservative investors, and
describe their goal as inflation-adjusted income @emnservation of wealth. They are sophisticated
enough to realize that they cannot accomplish thiggctives using guaranteed investments, but ¢lo no
wish to assume excessive risk.

My first observation is that the Joneses have @ l#g time horizon. As we have observed, the ayeera
life expectancy for a survivor of this couple (frangovernment table used widely for tax calcula)on
exceeds 34 years. Because this is an averagefpiectancy, about half of such couples will have a
survivor longer than this. In addition, the Joned@®iot want to invade principal, so amortizing the
funds over their projected lives is not an option.

In addition, the Joneses will need a fair withdrb{gtarting at 6 percent of initial capital) eaaay in
order to sustain their projected lifestyle. Becaingy expect inflation to run an average of 3.kcest,
their minimum acceptable return must be at ledsp@rcent.

A quick look at the long-term data on bond and @imns confirms that the Joneses are not going to b
able to come close to meeting their objectives eutlaccepting some equity risk. On the other hand,
their known withdrawals for the next several yeaes high, so they cannot accept the risk of a 100
percent equity portfolio. In a bad market, they Imigun the risk of depleting their capital to fircan
withdrawals.

For Starters

As a first cut, we could examine a traditional itagtonal asset mix of 60 percent equities and d@ent
bonds. A very naive and simple strategy would bleupthe S&P 500 index for 60 percent and the
Lehman Brothers Corp/Government Index for 40 pdrd@nce a year we could rebalance the funds to
account for withdrawals and the natural market dlluctuations.

This strategy is certainly simple enough to exedaigoesn't require expensive consultants or atgia
staff. It has low cost, meets our minimum requir@® of return, sets aside enough in bonds to meet
known income requirements for almost seven yeait has a tolerable risk level.

But wait a second, this is for the dumb guys, fgBertainly large institutions must do better! Hoould
we brag at cocktail parties? Everyone would thirgkwere just big rubes. We want a sophisticated,
power strategy with lots of consultants to impregsfriends and get those big returns we alwayd rea
about in Money Magazine. Where is the pizzazz? \&isethe beef?

As it turns out, this would be a very good strategleed. During the five-year period ending Decembe
1993 (the last full period of reliable data | prethe have available on the largest pension planltgs

this dumb little strategy would have outperform@do? the largest 30 pensions in the United States!
While the media is full of stories touting enormaaturns and legendary managers, perhaps only 1-2
percent of individual American investors actualbtained investment results this good.

Portfolio 1 o, - com Bond

- 40.0%

1975-1885

Average otandard
Returmn Deviation

Portfolio 1 1321 10.12

=E&F 500
B0.0%
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If the Joneses adopt this simple, naive, dumle I#ttategy, they will meet their objectives, outpen
most large institutions, and be way ahead of tledliow investors.

Improving the Portfolio

Using this pretty good little portfolio as a bendmhy let's see if we can use what we have leamed t
form an even better portfolio. We will hold theginal asset allocation of 60/40 stocks to bonds
constant, but expand our asset class choices ibweecan lower risk or improve return.

First, we will look at the bonds. The primary rea$o hold bonds in a portfolio is to reduce equisk.
As you will recall, long-term bonds have a reasdyaigh risk and offer a very limited return. Bond-
holders generally demand increased interest ratderiger maturities to compensate them for the
increased risk. But an in-depth examination of bitdrns would indicate that there is very littiéra
return associated with increasing maturities. Winatld happen if we dumped the Lehman bond
portfolio and substituted two portfolios with a nughorter maturity? Let's substitute a haghality bonc
portfolio with a maximum average maturity of twaays.

Portfolio 2
T 1975-1995
Avarage standard
Return Deviation
Portfolio 1 13.21 1012
Portfolio 2 13.18 8.03

=& 500 :
B0.0%

The new portfolio exhibits a very satisfactory d=ge in risk without suffering any decrease in etque
return.

The Foreign Connection

Next, let's look at equities. It has long beenldithed that international diversification will irease
returns and decrease risk in a domestic-only pastf§o, we test the effect of splitting half thguéy
portfolio into the EAFE (Europe, Australia, and [East) index and S&P 500. True to our expectations,
we note a gratifying increase in rate of return artecrease in risk. This apparent magic can be
explained by the low correlation that EAFE has vaitlt domestic stocks.

Portfolio 3 1975-1995
Short Term Bond
A A0.0%

Average Standard
Return Deviation

Portfolio 1 13.21 1012

S&P s00 Paortfolio 2 13.18 9.03

30.0% Paortfolio 3 14.05 9. 459

Think Small

EAFE and the S&P 500 are composed of large compamigeveloped countries. Small companies offer

EAFE
30.0%
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much higher returns than large companies, sodetide both our domestic and foreign portfolios to
capture some of this extra return. Not bad. Snmatigany stocks not only have a higher return thege
ones, but they also have a reasonably low coroglatith them.

1975-1005
Portfolio 4
Short Term Bond Average Standard
A0.0% Feturn D eviation
%%330 Portfolio 1 13.21 10.12
= Portfolio 2 13.18 9.03
Fgreign Portfolio 3 14.05 949
. Small Portfolio 4 16.26 971
CAFE 15.0%
15.0%
15 Small15.0%
Think Value

Most of the index comprises growth stocks (stockh W@w book-to-market ratios). The Fama-French
research, which subsequent studies have confirpoaats out that value stocks (stocks with high book
to-market ratios) have a much higher rate of retithout additional risk. So, let's split the edgst

again to add a strong value tilt.

1975-1995
: Average Standard
Portfolio 5 Shont Ternm Bond Return Heviation
40.0%
=& a0l
7AW - Portfolio 1 13.21 10.12
EAFE Paortfolio 2 13.18 Q.03
7.A% Paortfolio 3 14.105 545
o Foreign i 16.26 9.71
U2 Small " Srmall Portfolio 4
7.8% . 15.0% Portfolio 5 17.15 869
’ \
U.S. Ly al Fareign “al
7.6% LS. Small Wal 7.58%

7.8%

Moving On

The process could continue, testing the effectaafiding such asset classes as emerging market¢s\

estate (in the form of equity REITS). However, tixample does not include them because we don't yet

have reliable 20-year data. As new asset classadefined, their usefulness will be determined by
whether they increase return or reduce risk aptrdolio level. If so, they add a valuable divéicstion
effect. Given an appropriate data series, a litiéd-and-error and a little judgment will identifyhich
asset classes add enough value to justify inclusion

The Rewards of Success

While our initial 60/40 mix of S&P 500 and Lehmamgy bond index was a pretty good portfolio, we
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have been able to substantially improve it. We haeéthe clients’ minimum required rate of return,
stayed well within their risk tolerance, and impedwoth risk and return over the initial portfolio.
Our "improved" balanced account has greatly outgpered the S&P 500 while taking less risk. We
accomplished this by making no forecasts, selectmondividual stocks, and not attempting to tirne t
markets. We didn't try to pick the "best" assessland we didn't trade frantically. We just pauanber
of attractive asset classes together in a wayntiaaie sense. You don't need to watch the markeb @z
a day, and you don't need to be wired to your PDWeayou play golf.

Portfolio Returns and Standard Deviations

1975-1995

20 (]
15 |
1a y

5 -

a

Fort 1 FPort 2 Port 3 Fart 4 Fart &
B Standard Deviation B Average Return

A Minor Adjustment?

The last 20 years have been good to equities. &utirme period included a few anxious moments. We
witnessed the final fall of Saigon, three minoripelactions (Panama, Haiti, and Grenada), and lbne a
out war with Desert Storm. We had nuclear confriooiaand the fall of the Berlin Wall. We had low
inflation, high inflation, booms, and recessionse Wad high interest rates and low interest rateshéd

a strong dollar, and we had a weak dollar. We hach@xrats and Republicans in both the Congress and
White House. We had good markets and a coupleeasitapular crashes.

In short, it was a little better than average foreistors, but they still had plenty to worry abibdihey
were so inclined. Depending on your particular peadity, it took either courage, faith, or a veayd-
back attitude to stay fully invested every day. WYekar it took, remaining fully invested in a diviéiesd
portfolio was a key element in success.

Because we had better-than-average returns fdash@0 years, it would not be appropriate to fastc
those rates of return forever. A prudent persorhirkgock off 3-5 percent for planning purposeavéf
get more, we can all celebrate. If not, we havaunlt a plan destined to fail due to pie-in-the-sky
estimates of future returns. Even with a liberakdunt from the expected rate of return, we alenstil
within the minimum required rate of return for theneses.

The Leading Edge

The portfolio we designed is on the leading edginaincial research. But research continues, so the
story is far from over. Each year we get better lagitier tools. Today's leading edge research bexome
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state of the art tomorrow and, ultimately, becogpaserally accepted practice. As the new tools are
developed, they will first be available to largstitutions and investment advisors. The speed atwh
they filter down to the retail level is purely anfttion of demand. Until enough of you demand ityon
professionals will have the best tools. For insgamdhen consumer demand develops for a no-load,
international small-cap value fund, one or moréhefretail fund families will make it available.
Demand, in turn, is a function of education. Ing@ahterms, Wall Street has little interest in extu
investors to prefer low-cost, low-profit-margin gstment strategies. The old ways are so much more
profitable -- for it. Because Wall Street has enoushadvertising and public relations budgets, apsls
the debate and discussion in the popular mediapleadent investment advisors advocating low cost,
low-profit-margin investment strategies tend todaather smaller budgets for advertising and PR.
For instance, it's rare to see an intelligent dismn of value vs. growth investment style, or argyo
advocating index fund investing either on TV omihat passes as the sophisticated financial pregs. B
it's not unusual at all to see yesterday's herargihdbits, gossip, and speculation. This typadtivity
may have great entertainment and amusement valties of little help in assisting investors to
formulate their plans. Some of the more popularl\8aket TV programs have ligtltrouble giving a ha
dozen conflicting strategies in a single 30-mirpi@gram.

So, investors will have to get used to the ideattey must educate themselves and go beyond the
traditional Wall Street sources of investment advichey want to utilize the most effective invesint
strategies. Many of you will decide to work witlpafessional. But you still must know enough to
choose between the con artists and the true phesNEt can help. In particular look for academic
research from the enomics and finance departments of the major univesshat now maintain sites
the Web. Start wittrENWeband branch out from there. Read the selectiomaybookshelf

As you educate yourself, demand better stratelpegr costs, and better research. Don't settlevfat
Wall Street wants you to know. Don't settle for wiéall Street wants you to have. That's the finahci
equivalent of letting the foxes guard the hen hoBsehaps the thing that Wall Street understanssibe
a loss of market share. Demand better. The besfavaypu to send that message is to vote with your
feet. Refuse to put up with high costs, conflidtenterest, poor strategy, and amateur advisors.

Coming up
This portfolio won't meet the needs of every ineeshowever it can easily be tailored for many othe
investor needs. In the next chapter, we will iltatt how to adjust the relative proportion of bomithe

portfolio to increase rate of return or decreask. We will also take an in-depth look at how our
portfolio performed, and the implications of theagggy we designed.
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CHAFTER 13

Portfolio Tactics

Building a successful investment plan for the twemnst century may require a fundamental change in
the way we think about investing. For instance l@taking less risk, a portfolio comprised of o6y
percent equities that outperforms the S&P 500 twda margin should certainly be considered a
superior portfolio. Furthermore, new advances wegtment and finance offer us solutions both simple
and more elegant (and very, very different) thamatwie grew up with.

Old School Investing

We have been conditioned to think of market timstgck selection, and manager performance as the
keys to success. Because these beliefs are degp@yned, even superior investment strategies like
Strategic Global Asset Allocation take a littletgeg used to.

What I'm advocating is so different from public egfations that sometimes people look at me amif I
not quite right or a few bricks short of a full th&or instance:

+ As an investment advisor, I'm expected to havepami@n on where the market is going. Well, |
have an opinion, but it's no more likely to comeetthan yours or your dog's. People are offel
and disappointed when | tell them that.

« Thanks to the media, we are exposed daily to cesstlexperts" who are worried about the
market. Their indicators and forecasts point t@ssfble "correction.” They are prepared to
retreat to the "safety" of cash. This allows thenobk responsible, conservative, and caring. By
pandering to the public's fear, they hope thousahdsguished investors will decide to trust
them with their money. On the other hand, advisdre insist on remaining fully invested at all
times appear wild and crazy.

« Advisors are supposed to beat somebody or somet@iibgn the first question people will ask is:
"What kind of numbers have you achieved this yedt®yse numbers become the chief yardstick
to determine if the advisor is good or bad.

« I'm still waiting for the first investor to ask: "Wét's the best long-term allocation?" Or, "How
much risk do | need to take to meet my goals?"

Without tools to evaluate risk or choose betweégradtive strategies, investors are left with s
number to compare performance. By default, yeatat®e-or last year's performance figures are thg onl
criteria for measurement. If those figures aloneheined a successful investment plan, we coulbdwy
one copy oMoney Magazineach year, pick the single, top-performing mutuatl, and go sailing.
Unfortunately, theMloney Magazinapproach is often the worst way to form a strategy

Turning Your Goals into a Strategy

Every strategy has certain performance implicatidihe wordstrategyimplies a conscious effort to
achieve stated goals. As we saw in Chapter 12]dheses' goal is not to beat the S&P 500, or dmsr ot
index or person. They are not interested in maxirpeniormance. Their concern is to at least meet the
minimum acceptable return levels without takingessive risk. They want a comfortable and stress-fre
retirement.

The asset-allocation design will determine resultsoth short- and longerm periods. What's more, b
risk and returns will be driven far more by asdletcation than stock selection or market timing.

We could have looked at the 20-year, asset-clagseand seen that foreign, small-company stocks
produced the highest return. But putting all theed@s' money in foreign, small-company stocksmatl
produce a comfortable and stress-free retirememy.asset class can and will have extended peribds o
serious under-performance from its long-term trexd foreign, small-company stocks can and do have
wild swings in short-term performance.
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Let's Get Risky

So why put any of that risky stuff in the Jonepéash? Why not just buy them a few utility stockslan
forget it? The reason is this: When we measureatiske portfolio level, we can see that the best 1o
construct a conservative portfolio is not to halvésafe" assets, but to have a conservative mix of
attractiveassets. A risky asset with a low correlation teeotassets in the portfolio can actually reduce
risk in the portfolio. It's a question of trying ¢get as much bang (return) for the buck (risk) @ssible. #
diversified portfolio offers much higher returns pait of risk than does a utility or "blue chip" pfatio.

If we individually examine each asset class, wé sk that some have considerable risk. | have theed
traditional definition of the risk-reward line aalfng along the points between the "risk free"aary

Bill rate, and the S&P 500. Any point falling aboweto the left of the line is "good" while below @

the right of the line is not. Investment managdrstave to have their performance fall somewhieréhe
northwest quadrant.

Index Performance
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Over the long term, investment markets and portaimaarkets generally sort themselves out just abou
as they are here. In the short run, we might expstiabout anything. It's not terribly unusuabee a
negative-sloping, risk-reward line for short timeripds. That just means the market went down, ad t
stocks performed worse than T-Bills. In the businesge tend not to put amy of those charts on the wi
but you should know that they exist. You must thaikhese temporary reverses as just another non-
event on the way to meeting your goals.

Balancing Risk with Return

While you are looking at the chart, you might netibat the statistics generally confirm that srettks
have a higher return and risk than large ones +tlaad'value" has a higher return without any mask

than "growth." During this particular time perioglue stocks had higher risk than the S&P 500, but
turned in higher returns. Foreign stocks, adjutedurrency back to U.S. dollars, have had higher
returns and risk than domestic stocks.

EAFE had somewhat lower returns than we might lexyected, but higher ones than our own domestic
stocks. Because it is primarily a large growth fmdid, it falls considerably below the large foreigalue
stocks. Foreign small-company and value stockpartcularly attractive in terms of returngenerating
much higher rewards than EAFE. Fortunately, theg alve low correlation to our domestic stock
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markets. Notice how far below the line the long¥tdrond portfolio falls. Long-term bonds show much
higher risk for no more reward than a short-termtfpio. How do they find people to buy that stuff
anyway?

What is important is how much risk the portfolicshand that it is reasonably conservative. Fronthean
perspective, few portfolios with this level of rigkll offer better total return. While the "effiai

frontier" is a constantly changing target, we nugstclude that our superior portfolio is reasonably
"efficient.” Here's another view of our effortsitoprove the starting portfolio:

Improving A Portfolio
1975 - 1994
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17F Return Port 5%

. Port 4%

e 4 g g 10 12 14

How did each of our "improved" portfolios performes the 20-year period? Check out Hear-by-year
performanceof each of the portfolios along with the inflatioiBill, and S&P 500 returns.

The word strategy also implies a long-term appro&efen the "best" long-term strategy will not be th
best each year -- or even each five years. Aneesiecare dealing with equities, and equities halke r
it's important to understand that even the "bdséitegy isn't a guarantee against occasional bad
(negative) periods. Remember, risk happens!

Expect Periodic Declines

One measure of risk that investors use is chantmssf Let's face it, none of us like even tempporar
declines. In a 20-year period, our portfolio hatiyame loss. Both the S&P 500 and Portfolio One had
three losses. But that doesn't mean that worsenpeaihce wasn't possible.

For instance, had the data been available to buitdnodel, we would have seen larger losses in the
dismal 1973-74 period. The possibility for largesses is incorporated in the model. We have enough
data points during the last 20 years to build @&ibé model and have faith in our Standard Devimatio
measurement. Just keep in mind that performancearmanvill exceed one standard deviation about three
years in 10. Of course, few complain if the perfante exceeds a standard deviation on the upside!
Investors also seem to have any number of mentdkireks that they employ relentlessly either agiain
themselves or their financial advisors during pasiof under-performance. Investors want to do bette
than CD rates -- and they want to do that every @dyourse, even a superior portfolio will not
outperform CD rates every day or every year. I, fdacs portfolio fell short of that yardstick atéd of

five times during the 20 years.

No More Second-Guessing

Investors often have one more mental yardstickéonparison. The temptation to second-guess yourself
or your strategy is enormous. Investors are, aftequite human, and they believe, quite reasonadbét
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they should have it all. For instance, often theyino "beat the S&P 500." We have gone to a gtealt
of trouble to build a portfolio which doesn't loakything like the S&P 500. The S&P 500 is made up o
large domestic-growth stocks. These tend to haedatively low return per unit of risk that theydame.
Our strategy has been to seek out asset clasddwmtleaa higher rate of return and very low cotreta
with domestic large-company growth stocks. It statedreason that our portfolio will not track wite
S&P 500. This means that sometimes the S&P 500owifperform our superior portfolio. When foreign,
small-company, or value stocks are having bad yéassnot likely that we will outperform an
exclusively domestic, large-company, growth poitfoln fact, the S&P 500 outperformed our portfolio
10 out of 20 years! So, in summary, our superigtfplio had one lossfailed to beat CDs five times, a
failed to beat the S&P 500 10 times!

Investors often tend to narrowly focus on any yacisvhich is exceeding their portfolio performance
for the moment. This practice can lead to someesteng conversations between investors and their
advisors. Unless investors can focus on their ogalgj risk tolerance, and strategy, performance
becomes an impossible moving target. Investors omaérstand that a superior portfolio will
underperform from time to time, no matter what naégardstick they are using. If they are prepaced f
this disconcerting reality, they are less likelyfital themselves abandoning their superior pofoti
favor of Wall Street's deal of the day.

Adjusting the Portfolio

As good as this portfolio is, it won't be right fwvery investor. Some will want more return, sonié w
want less risk. But it's pretty easy to modify guetfolio to meet most objectives. For investorskseg
lower risk, we can just shift the proportion of@ssfrom equities (stock) to short-term bonds. Vdetasd
with a 60/40 mix of stocks to bonds. More conseveainvestors might opt for a 40/60 or even 20/80
mix. However, they ought to hold each of the asketses, even the riskiest in their portfolioseythwvill
just hold a smaller percentage of ec

Investors wanting higher risk and reward can jadtice the proportion of bonds. Once they get to zer
bonds they have two potential courses to follothdy still want higher returns. First, they coulhfisthe
asset allocation to more value and small-compawgkst While this example didn't include emerging
markets, we can assume that they might opt foaéthheportion of them in their portfolio as wellsAan
alternative, they might consider purchasing thefplbo on margin.

As a practical matter, most investors would nott@fortable with these higher levels of risk - véew
of my clients have complained that we aren't taldngugh risk. My view is that, properly practiced,
investing should be reasonably boring. Perhape thier some intrepid souls out there craving
excitement, but they don't find their way to my dovolarge numbers. So, while | have a number of
investors fully invested in equities, | have expactro investors on margin.

Proof Is in the Performance
Here is how the portfolios would have performedclEportfolio containing equities is comfortably
above the old riskeward line. You should also notice that the mosiservative, balanced portfolio wi

20 percent equities has both lower risk and higleeformance than a pure short-term bond portfolio.
Each of our adjusted portfolios is a very goodtetyg at a particular level of risk.
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Adjusting the Risk
1975 -1994
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You can also check out tlyear-by-year resultsf each of the several portfolibs.

Happiness through Asset Allocation

Back to the Joeses. How would the portfolio have performed lh@m? Would it have met their need
income, an inflation hedge, and an increase invaale? And how should they turn this portfolioaran
iIncome-generating machine?

If the Joneses had looked at their total capitehdecember 31 and withdrawn six percent for the
following year's income needs, the income streamlavbave been very favorable.

Growth above the six percent income withdrawakiavested to provide an inflation hedge and long-
term growth of capital. The healthy level of shiamm bonds keeps us from having to consume stocks
during market declines. The process of reallocati@mrh year back to the original proportions widluke
in selling bonds following bad years, and stockolwing good years. Reallocation actually contribute
total return, while holding the risk level constant

Income under the Joneses' plan began at $79,67grewdo $410,450 last year. Income from CDs
started at $66,300 and trended up until 1981 whexathed $172,700, then tapered off to $26,600 in
1993 and "recovered" to $36,900 last year. Totdime under the plan of $4,884,848 compares
favorably to income of $1,633,200 with the CDs.
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CD Income v. Portfolio 5*
Years Ending 1975 to 1995
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The Joneses had a clear choice, and they couldduneethe safe route. Of course, the CDs areosiiyl
worth $1 million and the example portfolio has groie $6,430,380 by the end of 1994. Rather than
nibbling caviar and toasting champagne, the Jongeakl be out cashing in McDonald's discount
coupons. While they are there, they can check mgi@/ment opportunities behind the counter. Not all
those smiling older faces are there just becalesgérénbored with retirement. That million dollaigmit

go as far as you might have thought if you simplyipin the bank 20 years ago.

Reality Rears Its Nasty Head

Please don't read too much into this model. The period we were forced to use was considerably
better than normal. (Data is not available infadl narkets we wanted to demonstrate for longer 20an
years.) The 20-year period was characterized tipdahterest rates, falling inflation, and supersbock
markets. Both nominal and real rates of return vgegmeificantly higher than long-term trends. For
instance, if we had included the dismal 1973-74gjeaur rates of return would be lower.

No one should base their planning on attaininglangtlike the rates of return here. As a rule ainti,
don't expect long-term results higher than eightget above the inflation rate. If you do get bette
celebrate. Just don't base your whole strategyttaimieng returns which are so much higher than rabrm

A Strategy for Everyone

We have demonstrated a superior investment strategking forward, our strategy should yield
superior results while limiting risk for long-tenmvestors in almost any economic environment sbirt
unlimited nuclear war or total global economic aphe.

Whether you are playing tennis, flying fighters poacticing medicine, you should be constantly logk
for the highest probability shot. The combinatidistrategic Global Asset Allocation and Modern
Portfolio Theory (with an appreciation of the cr@gstion of expected returns in various parts ef th
world's markets) offers investors the highest pbiliigt shot of making their objectives a reality.

Coming Up

Designing a strategy is one thing. Implementatsanother. In the next chapter, we will begin to
implement our strategy. We will start by examinthg profound changes in the financial services
industry over the last generation. These chandges &howledgeable investors to execute sophistitate
strategies in a very economical manner. You daveho be a multibillionaire, but you do have t@kn
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what is available. Wall Street isn't going outtsfway to show you how to economize. "Business as
usual" is just too profitable - for them! Until yalemand better, Wall Street is only too happy toyse
the same old stuff.
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CHAPTER 14
Pigs, Mousetraps & Revolution

CONGRATULATIONS! Based on the knowledge you've accumulated fronptée@ous chapters, you
now possess the broad outlines necessary to admeweial success. But since implementing your
strategy is just as critical as designing it, treme still lots of ways you can screw up. The devil
unfortunately, is in the details! Luckily for utiere aregesources available today that our parents cot
have even imagined years ago. Obstacles may appear way, but as long as we know what to expect,
they are easily avoided.

In many ways, 20 years after May Day, the process ohange is still
just beginning. As more and more investors vote whttheir feet, they
are further transforming the industry in their favo r.

But before we turn to the nuts and bolts of impletagon, let's shift gears a bit. We first nee@xamine
the landscape of the financial services industgn-industry undergoing radical change. In the, past
have talked about many of the advances in finamci@ahomics over the last 40 years. But there is one
cataclysmic event I've yet to elucidate that isibehe sweeping transformation now taking place.

Viva La Revolution!

You're forgiven if you missed the revolution thaglan on May Day 1975. No, it's not an event
celebrated each year with a giant march through$gehre. No epic poems chronicle the events of this
glorious revolution, and it lacks any anthems dldadis. There is no holiday, are no statues, and no
fireworks. The revolution's heroes never receivedr@de, and the whole thing passed almost unulotice
by an indifferent public.

Nevertheless, May Day 1975 should be celebrateatoigsly by all investors. The revolution set ugfre
and today we have options we couldn't have imagmediously. Clearly, a short history lesson is in
order.

The Dutch Make a Purchase

A few hundred years ago, the Dutch made a smdlestate deal to acquire a little island in the
Northeast. The price was certainly reasonable tla@dsland was nicely located at the mouth of afgre
navigable river which opened up to a fine harbat sound.

Given the nifty location, it wasn't long before thatch began trading with their new neighbors an th
southern tip of the island. At first, trading wasparily confined to commaodities, which the surrding
area had in abundance. These commodities weresttipped home through the harbor facilities. Over
time, trading expanded to finance a lively commekt®wv companies were formed, and investors were
invited to purchase "speculations" in fledgling ttees. These "speculations” were certificates of
ownership or debt and would much later be calledkst and bonds. The certificates were placed on
open-air tables, and investors wandered the araieing the certificates, gossiping, bargainingl an
eventually buying or selling.

Enter the Pigs
With all this trading, a problem soon developedsHrom the adjacent common area often ran wild
through the trading area, splattered the tradesched over the tables, and trampled the specokatio

After short consultations, a wall was built to kekp pigs out. Later, the street where the trathog
place was named after the wall. In time, the areago become the financial capital of the worBoifne
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might speculate that the wall was never effectivegt least that the pigs now have two legs!)

Early on, the securities traders formed an assoni# govern their business transactions. It wasded
that the association should have a monopoly onngadnd that no traders should undercut the potes
their competitors. Traders who violated the agregmere banished from the association, which
effectively ended their careers. This arrangemesdtty enriched the traders, but certainly couldaite
been considered unusual given the business cliabdite time. At least there was very little recarde
dissent or comment from economists on the negatipécations for market efficiency. Later, the tead
association was given government sanction, and assin price fixing became the law of the land.

May Day

Business continued in this manner until May 1, 19Kfay Day," as it icalled in the industry, marks tl
point at which the SEC began allowing negotiatetiimissions. The event was greeted with howls,
gnashing of teeth, and predictions of doom by tto&drage houses. Somehow these symbols of
capitalism believed they couldn't survive competitiMay Day was the beginning of the end of Wall
Street's guaranteed good deal. As you can guesserages didn't exactly fall over themselves
advertising discounts to investors. But the geras wut of the bottle. Little by little, Wall Strefeund
itself being dragged into the real world of compet.

Initially, the benefits of May Day were unevenlgulibuted. Large institutions could immediatelydiga
blocks of stock for a tiny percentage of previoasts. But small investors' trading costs actually
increased at the "full service houses." Soon, hewealiscount brokers appeared offering sharply towe
trading costs to retail investors. At first, disobbrokerages provided few services, but littlditike the
guality and quantity of their services increasduke Success of early entrants such as Charles Schwab
attracted additional players. Competition did wihasually does: further reduced prices, increased
quality of service, and multiplied consumer choicgsy tuned. The story is far from over, and thing
will keep getting better and better for the smaliastor.

A Monumental Change

Meanwhile, other institutions are also keepinglteat on. Banks, insurance companies, and mutuds
are cutting into Wall Street's traditional turf.particular, no-load mutual funds have providedaative
alternatives to traditional brokerage houses an#dyrdealer operations. Independent investors have
embraced them in amounts that are hard to imaBue'no-load" means "no help,” and many investors
lack the time, inclination, or confidence to cho@reen a variety of offerings. Last year, over 1,50v
mutual funds were launched in the United Statesealblaturally, the selection process can appelaerat
daunting.

This monumental change wasn't just confined tdt&erage industry. Insurers and bankers have
undergone a parallel experience. In the good ojd,dang before voice mail, and even before thalkre
up of the phone companies, stock brokers sold stoskrance agents sold insurance, and bankers took
deposits and made loans. Today everybody doesthirggyand it is difficult to tell who the playesase
even with a program.

Until just a few years ago, bank and saving-and-ioterest rates on deposits were capped by federal
law, while bankers were free to charge whatevey toelld get away with for loans. Individuals had/fe
alternatives for savings. Most could not afforgptochase individual T-Bills. Savings bonds required
long-term commitments.

Money Market Funds
The advent of money market funds changed all ivaEen interest rates began to rise during the 78s an
80s, banks found themselves hemorrhaging deptiBitintermediation” became the buzzword of the

day. A succession of extraordinary policy blundeitowed. To compete against the money funds,
deposit interest rates were unfrozen. But the b#mdks found themselves in the unfortunate posiion
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paying high rates to depositors while many of tloéder loans were fixed at very low rates. Banksewve
encouraged to make high-risk loans and enter dities of business to increase their earnings.
Federal deposit insurance may have protected sadudrthe resulting frenzy of foolishness, greed| a
corruption lead to the near collapse of blamking system. (To be fair, the banks didn't eré¢la¢ inflatior
that drove up interest rates; Lyndon Johnson'stG&eeiety, the Vietham War, and the oil embargo did
that.) Today, after a zillion dollar bail-out pragn provided by the taxpayers, banks have adjustad t
system where they pay reasonable rates to depsithile banks have not exactly rushed to increase
deposit rates, the availability of money marketdsienforces a market discipline that keeps ratédsein
ballpark.

Price Competition

For a long time, insurance companies lived in aldvprotected from price competition. While no fealer
regulations governed their rate making, each statiewed rates with an eye to protecting the salyen
of the insurance industry. In practice, the Statdew York was able to set rates for most insurance
companies nationwide. As a condition for doing hass in New York, insurance companies had to
charge uniform rates and pay uniform commissiorevary state in which they did business. Few
companies wished to be locked out of New York sy thappily went along. Like the securities
business, an industry ethic developed which constbprice competition dirty. It simply didn't exist
Policies were carefully designed to provide complardut not superior value to the insured. Insueanc
departments rewarded any attempt by companiesver lcates, provide discounts, or offer rebates with
license suspensions. Fair policy comparisons westegbout impossible, and the widespread use of
dividend projections rendered the entire exercisamngless in any event. Agents were carefullyéahi
to sell high-cost, high-commission products, andicithe use of term insurance at all costs. Loyalty
the company was considered superior to loyalth¢octient.

Eventually the insurance companies succumbed tsaime market forces that affected banks. Rising
interest rates in the 70s and 80s, coupled witmidespread acceptance of money market funds,
provided savers with far more attractive alterregito insurance policies. "Buy term and invest the
difference" became a popular philosophy for saudte by little, the insurance industry was fodct®
increase policy values. New types of policies likeversal life, variable life, and lower cost tewere
introduced to re-capture the market. Internal egpsmwere cut, and mortality charges adjusted tectef
longer life expectancy. Today, a dollar of lifeunance costs about one-third of what it did 25 yeayo,
and cash values are greatly enhanced.

All this change comes at a price. Change bringsenand confusion. It takes us awhile to sort ceitrim
benefits (for instance, | still don't know who t@lovhen | have a problem with my phone!). But the
trade-offs are overwhelmingly favorable. Investastute enough to look beyond traditional sources
found themselves richly rewarded with lower coststeased options, and fewer conflicts of interest.

Monopoly and Regulated Industries

Many regulated industries share common charadtsxigi great many people get paid far too much t
far too little. Innovation is stifled and consumeesy far more than they should. Wall Street was no
exception. Prior to May 1, 1975, price competitiothe securities industry was illegal. Wall Streests
one big gentlemen's club raking in inflated mongpwices while worshiping the status quo.
Commissions were fixed. Competition, such as it,weslved around peripheral services such as
research or other advice. Prices for services wenelled together. You paid for the research androth
services whether you wanted them or not. Evenufgansidered Wall Street's advice worth far leas th
zero, you paid.

The discount brokerages unbundled services ankdeslgwicing. Investors who had the time and
inclination to go it alone reaped enormous bendfits instance, several years ago, brokerage houses
offered to trade and hold no-load mutual fundshiirtaccounts. Initially, they charged a small
transaction fee to cover the cost of the servicerdvecently, however, they have introduced a no-
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transaction fee service for selected mutual fu@@s.you will recall, there ain't no such thing afsee

lunch. The brokerage houses receive compensabamtfie mutual fund company directly for acting as a
distribution channel, and for providing certain itielder and administrative services. These paynent
average about .25 percent to .35 percent anniédhywever, no additional cost is incurred by an inoes
who utilizes a brokerage account over what a dipeothaser would pay. As long as a fund has a 12(b)
fee of .25 percent or less, they are allowed tbthamselves a no-load fund.)

Even if the investor pays a transaction fee tdotlekerage house, it is a small portion of the obst
purchasing a typical load fund. For instance, &000 a typical front-end load commission would be
$3,500, while a transaction fee at a discount nage would be below $300.

This seemingly simple service is a giant advanceénfeestors. Prior to this, investors had to idigrdi

fund, open an account with the fund through thd,raad transfer funds to purchase shares. Theeentir
process could take weeks. Redeeming shares involueti the same process and time. Funds could be
out of the investors control for extended periodiéevin the mail, waiting for redemption, or wairior

the checks to clear. Transferring from one fundiliato another was a nightmare of paperwork and
delay. Tax accounting was too dreadful to conteteplaach fund family provided their own reports.
Managing a diversified portfolio was a complex taskeed.

Easy Street

Now a single account can hold many funds or famitiefunds. Funds are cleared overnight, and
transferring requires a single telephone call. Bitekerage provides a monthly consolidated repod, a
managing the funds becomes a reasonable task.dMiate, a consolidated tax statement comes once
each year. More recently, the discount brokeragisé®have introduced software forltaglir trading an
account monitoring from the comfort and conveniesicgour home or office.

When discount brokerages began to offer their "ludfike" facilities to independent fee-only invesmnt
advisors, retail investors could obtain professiambiased advice -- and efficient execution -a ébtal
cost far below what was previously offered. By pdinvg a clear separation between brokerage funstion
and advice functions, investors who sought adwoeded the conflict of interest which poisons the
commission-based brokerage business. This arramgeafiers such enormous, readily apparent
advantages that it threatens the way Wall Streetlbae business for generations.

Building a Better Mousetrap

The person who said "Build a better mousetrap,thadvorld will beat a path to your door," didn't
understand much about business. The inventor aigleimproved mousetrap must contend with the
manufacturer of the old mousetrap. Even if his pobds demonstrably better, he will face inertia an
indifference from the buying public, and a welldoestrated public relations campaign by the estadxis
company. After all, the established company isnghn a fortune selling the old mousetraps. Oftes i
well-capitalized and has a strong brand name.nbtdikely to just roll over and give up its matlshare.
It will fight like crazy to maintain business asuat

Even if the new mousetrap eventually replaces lii®e, the older company still has many options.
Often the best option is to "harvest the busin€Bse' old company can continue to profitably sedl ¢tid
mousetraps for years to anyone who is foolish enaadpuy them.

Another option is for the old company to introdutseown new mousetrap with some of the features
offered by the competition. However, in the procésssks cannibalizing its older product's sales.
Consequently, if the older product is more profgakthe company will attempt to maximize saleshef t
older line as long as possible. Taking this comnsg&imizes profits and buys time to adjust to the ne
environment.

Welcome to the New World

Wall Street's traditional brokerage houses anddirdialers are both harvesting their business and
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attempting to improve their offerings. But they alearly being dragged kicking and screaming to the
paty. Even if they wanted to, traditional brokerapese some formidable problems with joining the
world. Their overhead in terms of real estate,ayst and people is enormous. They will never be tal
compete on a cost basis with discount brokers raeliendent advisors. Their used-stock sales ferce i
poorly trained in basic economics and finance, @gtdrmined to preserve their antiquated commission
structure. In addition, they suffer from a well-deged image problem. In the meantime, the public is
becoming increasingly disenchanted. Better mousetage available, and market share is flowing at an
ever increasing rate in that direction.

In many ways, 20 years after May Day, the procéstange is still just beginning. As more and more
investors vote with their feet, they are furthangforming the industry in their favor. The one anty
thing that Wall Street really understands is ldssarket share. Demand better, and you will g€thie
choices are already there. All the tools necedsamyplement a superior investment strategy ares/ou
for the choosing. Your parents never had it so good

Coming Up
We have all heard the sob stories about moneydten, or swindled. How can you avoid becoming a

victim? The answer is reallyuge simple. In the next chapter, we will give y@few common sense ru
to avoid disaster.
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CHAFTER 15

It's a Jungle Out There

When Singapore fell to the Japanese during World NV&Villiam Spencer took off into the jungle to
avoid capture. Armed with only his wits, he sundubere alone for nine months. All he knew aboat th
jungle was what he had heard in children’s stotiegas a place full of lions, tigs, snakes, and insects
just waiting to devour a tasty Englishman, or isveaGarden of Eden full of delicious tret

The capitalist system, and Wall Street's markets wich make up an
integral part of the system, are the economic mirde of the world. But
even miracles aren't perfect.

Spencer soon discovered that it was neither. Agt@unted in his famous adventure bobike Jungle is
Neutral it doesn't care the slightest bit about youelthrer wants to destroy or reward you, it just fsatv

it is.

Wall Street is the same way. The devouring beastdlze delicious bounty are both there. One way or
another, you and your money are going to be injthrgle. But it's up to you to make the best of it.
While Spencer survived quite nicely, and livedetlb his tale, I'm sure he would agree that the whol
experience would have been a lot more civilizdteionly had had a good guide. My wife and | regentl
spent a week in the Amazon jungle. Led by a nagiude, we marched miles through the jungle at night
chasing down bugs, snakes, and other critters.iS$ed for and swam among piranhas, and watched
while the guides caught caymans with their bareleaihhe guides showed us how to make poison darts
and hunt with blow guns, introduced us to hundieddasty plants, and pointed out scores of medicina
herbs and vines.

Without the guides, we wouldn't have seen one pefewhat was right there before our noses. Whith t
guides, we thoroughly enjoyed a grand adventurk ktite more danger than we might have had at home
in our living room. Even though | was a Boy Scaurtd a graduate of the Air Force's survival schioan
sure that, left to myself, | would have stumbledusrd until | encountered a disaster. To put itrpail
would have been nuts to wander around in therecaldrguide familiar with the "local lore"” made #ie
difference.

As Spencer discovered, jungles aren't always wiggt $eem. There are always a few predators, and an
unsuspecting or unwary Englishman might very wall himself as the main course of a jungle banquet.
But from a guide's perspective, most such disastergntirely preventable.

For this little tour of Wall Street, | propose te pour guide. I've survived in this swamp for alti26
years, so | think | can point out a few things ttméght help ward off disaster.

Before we start, | want to say that things are gaod getting better. The capitalist system, and Wal
Street's markets which make up an integral pathe@gsystem, are the economic miracle of the wdhd.
even miracles aren't perfect. One of the greagthabout this miracle is that it doesn't rely ointsaor

even particularly good people to make it work. Weay real sense, the markets are always under
construction and self-improving. As we have seethénlast chapter, improvement has been gradual but
relentless. Consumers always want more or bettds.dBy demanding better, they force change. Just b
voting with their feet -- or dollars -- they makestwhole system better.

Make no mistake about it, I'm proud to be a caisitébol. But there are a few flaws left in paragiand

we might as well discover how to either work arodimein or turn them to our advantage.

This chapter is devoted to showing you how to avoidlly unnecessary disasters as you execute your
investment strategy. In particular, we will discassmi-market risks that could separate you from your
hard-earned money. To be more precise, we will @xaiscams, rip-offs, conflicts of interest, andesth
dastardly deeds.

All of us have heard the horror stories:
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« A Miami "investment advisor" leaves his family, afes out a large number of client accounts and
disappears. He is found months later living in ad®oof ill repute on Taiwan. Returned for triz,
is promptly convicted and sentenced. The moneyptisatovered. Some of Florida's top physic
are wiped out.

- Three airline pilots in Atlanta lose their entiegirement accounts after their airline folds. Aatot
of $1.3 million disappears from accounts controlgch “financial planner."

« In Texas, a small state-chartered trust companty stibng ties to a major air carrier fails.
Accounts are frozen for over a year while the ditgeally digs through shoe boxes to construct
records several years in arrears. It is discoviitatthe trust company carries only $1 million tota
insurance to cover more than $100 million of defsogifter the failure, the insurance carrier
cancels coverage, claiming fraud. There is no $tate to cover deposits. Fortunately, most of the
deposits are recovered.

- Recently, some of America's largest brokerage r®ohaee settled multimillion dollar claims for
fraudulent sales practices, inappropriate investmesommendations, failure to supervise account
executives, and churning of accounts.

- Each year, boiler room operations swindle thousahdsisuspecting investors out of millions of
dollars in total scams.

« Thousands of investors have complained that bamk®presented mutual funds as government-
guaranteed investments.

« One of the nation's largest insurance companiasdssed of selling high-cost insurance policies
as retirement accounts.

The list is almost endless, but you get the idé@se€ kinds of catastrophes don't have to happgoulf
really think about it, a few basic precautions doodve prevented each of the tragedies.
Here are a few of "Frank's Rules of Survival™:

« Never give any investment advisor a general powef attorney over your account.Use a
limited power of attorney to authorize your advisor to matdes within your account for your
benefit. There is never a reason to name an inwgtadvisor as owner, contingent owner, or |
owner of your account. It shouldn't be possibledioy other person to ever receive a disbursement
from your account. Your brokerage or trust compsimyuld only disburse to you at your home
address or to your bank account. Insist on contionaof all account activity, and statements
directly from your custodian. Check your statemdatsinusual or unauthorized activity. Never
use your investment advisor's address as your s&ltiseeceive statements. As President Reagan
used to say: "Trust but Verify."

- Select strong custodians for safekeeping of your sets.Use major brokerage houses or trust
companies that are properly insured, audited, egdlated. Don't let some Mickey Mouse little
financial institution act as custodian of your asse

+ Remember, if it sounds too good to be true, it pradibly is. The markets are far too efficient to
allow for excess profits in excess of the risketakCon artists almost universally appeal to
investors' greed and unrealistic expectations. Taeyt exist without rubes willing to believe the
unbelievable. By now you should have a good feettfe range of reasonableness in various
investment markets.

- Consider carefully whether you need a guideMany investors shouldn't try to go it alone.
Investing funds professionally is a full-time jdbtakes specialized knowledge and significant
resources. The field is rapidly evolving. It's #-fime job just to keep up with the research.
Evaluate whether you have the skill, judgment,igisee, and experience to do a proper job. Your
investment plan is your future. It's too importemteave to amateurs. | once read a Robin Cook
novel, but | don't think I'm ready to do brain semg Heck, | don't even know how to change the
spark plugs on my car.

« Avoid commission salespeopl&ll financial professionals get paid. And, of ceey all of them
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have an interest in attracting your business. Yanit@xpect any of them to send you to the
competition. But how they get paid can have a sagpificant effect on the nature of their
recommendations. In fact, how you pay for advicg mamuch more important than how much

you pay.
The Role of Commissions

The commission sales process opens the door tetaohpotential consumer abuses, including serious
conflicts of interests, inappropriate investmemroremendations, very high costs, and excessivegbortf
turnover or churning. With all the hidden agendassible in the sales environment, it would be
extraordinarily naive to expect objective advice.

Business WeekFebruary 20, 1995, cover story, "Can You Trust iyBroker?" lists an entire catalog of
investor abuses. Proclaiming on the cover thatp"iany brokers are working in their own interests,
yours." Business Week leads into the story withyéQionable sales tactics fueled by lavish incestiare
prompting a rising tide of criticism." Here's holaetmagazine sums it up, in a sidebar called "TleeCa
Against The Brokerage Industry."

-  PRESSURE:The compensation system at brokerage firms créatsse pressure on brokers to
generate a high volume of commissions.

- INCENTIVES: Brokers are given extra incentives, such as Ratxhes and all-expense-paid
vacations, to sell special high-profit-margin protduwith little regard to their suitability for
customers.

« BAD ADVICE: Firms push brokers to recommend in-house mutualduwhere the firm earns
management fees, instead of funds run by outsidegeas. Most in-house funds have mediocre
performance records.

-  BONUSES: Many firms recruit top "producers"” from other fisrwith huge up-front bonuses and
extra-high commissions. That gives the produceradaied incentive to promote excess trading.

« POOR INFORMATION: Firms don't provide customers information on tkierall return on
their investments and aggregate commissions thegea charged.

Commissioned sales have been good to Wall Stteea §reat way to distribute products. Investors,
the other hand, are often poorly served. The begesystem is inadequately policed and rife wititt-to
and undisclosed conflicts of interest between hrakel customer. Hardly a day goes by without
disclosure of another violation of trust. Unable amwilling to repair an extremely profitable syste
Wall Street responds with slick public relationsaseres and advertising.

Wall Street's large brokerage houses are very axriplsinesses. What you see at your local offiqests
the tip of the iceberg. But the retail operatioessential to support many of the more profitaioled of
business. Commissions are the mechanism that #tlewouse to manipulate the broker. With the right
commissions, incentives, and bonuses, Wall Staaeget their brokers to selhything

The common thread that runs through many of thestalsuses is the commission-based system of
compensation. Commissions create the conflictatefésts between the broker and client.

For instance, many brokerage houses also act &etmaakers for NASDAQ stocks and bonds. In this
capacity, they buy and sell for their own accoultsa neat little business where, like Las Vegjaes,
house almost always wins. They buy at one prica fitee public and sell to them at another. The
difference is called the spread, and is the ptbhéthouse makes for bearing the risk of holding an
inventory of stocks. It turns out that making a kedis generally very profitable. It also doesmivd very
much risk. It turns out to be a lot more profitatilan brokerage on the New York Stock Exchangehelf
house has a lot of transactions where they actaakahmaker, they can make big profits. That's why
many brokerage houses pay higher commissions t@iwdor selling stocks where the house makes a
market than stocks where they don't make a ma#kigtle disclosure on the bottom of your confirroat
that the brokerage may make a market in the s®skpposed to alert you to this little conflictimterest.
But most investors never consider why they get aoynbuy and sell recommendations where the house

81



just happens to make a market in the st

Another interesting peculiarity of the commissigstem is the way bonds are treated. While mwossions
on NYSE stocks are tightly controlled and disclosedhe confirmations, bond salespeople are allaw
tack on just about anything they think the markgitlvear. Bond commissions are never disclosed on
confirmations. The buyers just get a statementttiet purchased a bond at a particular price. Qfsm
most brokerage houses make a market in bonds. d@@ure and thinly traded bonds have higher
spreads. In general, very liquid bonds have abaumiesto two point spread, but it can go much higher
Occasionally a bond salesperson can sell a bordangt percent spread. These six-point bonds aga oft
referred to as "touchdown" bonds. In some officegmever a touchdown bond is sold, they ring a bell.
there aren't any customers about, everybody chieereaps this explains why brokerages seem s@bparti
to bonds.

Any brokerage house or broker-dealer worthy ofrthme has a family of mutual funds. They all lovis th
business because it becomes an annuity for theymgothem fees forever almost without regard to
performance. As a class, brokerage funds have sbthe highest expenses and worst performances
being offered. For instance, when Business Weekhdin story they included a table comparing the
largest brokerage-house funds to the largest imdbpe families of load funds. The worst performing
family of the independent funds had better perfaroeathan the best performing brokerage-house funds.
Most large brokerage houses pay higher commissarsale of their funds thasutside funds (a few ha
recently very publicly abandoned the practice). ut shouldn't be too surprised to learn that most
brokerage accounts are comprised of a high pegemthouse brand funds.

Not content to receive the sales allowance alomm wutside mutual funds, many brokerage houses have
begun to demand and receive a portion of the fuont®ing management fee and other allowances from
outside mutual funds. Some mutual funds have rdfts@ay, or have internal expense charges tod smal
to allow a continuing fee to the brokerage houses@ne brokerages have established dual liststside
fund families. Those who pay get preferred treatmehile those that don't have the commissions paid
the salespeople cut.

Initial public offerings (IPOs) generate lots oéfefor brokerage houses. Strangely enough, therfiodf
allowance" to the brokerage house and the salempesiever called a commission. This offering
allowance is a multiple of the commission thatlagaerson couldagn on a NYSE trade. Notwithstand
the tremendous frenzy that the recent Netscapegdt@rated, most investors in IPOs have very poor
results over the following few years. But, perhdpsen by the high offering allowance, Wall Street’
brokers rarely fail to generate tremendous entlusi@r IPOs.

New unit investment trusts (UITs) and new closed-emds are similar to IPOs in that brokers earn a
multiple of what they could earn from the sale wfexisting UIT or closed-end fund. In addition, the
offering allowance doesn't have to be called a casion. Because of the high offering expenses built
into UITs and closed-end funds, the overwhelmingonitg of the time a new offering begins to tratte
price falls to net asset value or below. Most ineeswould be far better served to wait a few darys
weeks after the offering trades and then buy afahbetter prices. AImost everybody on Wall Street
knows this. But, unfortunately, the commissionasywsmall compared to the initial offering. So, new
UITs and closed-end funds continue to be manufadtand sold as if they were some kind of great neat
deal.

So far, we have just described cash payments ¢& btokers and registered representatives. Bué thex
other neat ways to lead them around by the pobtkany firms offer deferred compensation in addition
direct commissions. Invariably, these plans a tiieproprietary products and other high profieoiffigs.
Private offices, secretaries, titles, and othekpeepend on selling enough of the right stuff.

And, don't forget the free trips. Hang around niwskerage houses and you will begin to think yauiar

a travel agency! More time is spent deciding whirghto qualify for than which asset class mighhégt

a client's portfolio. Somehow | thought they wenpmosed to be planning the clients' financial feifunot
the salesperson's next vacation.

If the carrot doesn't work, there is always thekstBrokers who fail to meet quotas, including miam
production of proprietary product, just don't sedenfast long. Managers whose offices don't prodia®t
last much longer, and so on up the food chain.slingle driving ethic and obsession in the brokerage
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industry is: Sell more! Success or failure is meaduy commission dollars, not client returns or
satisfaction. Most stock brokers can tell you t® penny what they earned in commissions last year;
have the foggiest notion what their clients made eessult of their advice.

These conflicts of interest are not just incidetdahe business. Rather, they are a fundamentabpa
traditional commission-based transaction-orienteddrage. | believe that there are a great maeyntadl
and ethical people in the business, but the sysdumdamentally flawed. The system makes it very
difficult for brokers to do the right thing by chies. A broker who practices a long-term, buy-antttho
strategy is not liable to endure long in the bussn&he can never get paid for recommending tbigdrat
do nothing at aJlbut we all know that often that's the best cowfsaction. Finally, a broker who institut
a rigorous cost containment and control progranhi®clients has just signed his own retiremenepap
But surely, you say, the value of these professsbadvice makes up for it. These aren't just stedk
salesmen they are highly trained financial conststaRight? Well, not quite. We have examined the
quality and integrity of Wall Street's researcloal. My opinion is that that advice is worth fas$ than
zero. Wall Street's research efforts are bothayjfistification for excessive trading and a defeang@nst
litigation for the house. And for this they exp#wt investor to pay!

But what does the stock broker or registered remtasive bring to the table? It's a mixed bag,ibut
would be a mistake to assume that they are alf ¢doyis or highly competent. The best of them gat th
way through their own efforts in a system that dedsavery little. You wouldn't be far off if you
considered entry requirements to be a total sham.

It turns out that almost anyone without severadrieds can qualify. Of course, there are a coupkhoft
exams administered by the feds. But plenty of skshoffer three day cram courses which carefullyezov
only the questions and answers. Any dull tool vaittew hundred bucks is guaranteed to pass thertest
she can repeat the course as many times as ngcéssannately, the cram courses have the questions
wired, so few suffer that indignity.

While many brokers are very bright, it's not a iiegment for the job. Neither is advanced or evéatee
education. Several successful brokers | know havemseen the inside of a college or taken a fmanc
course.

Once the aggravating formality of the exam is duhe way, the real training begins. Most brokegge
house training courses could fairly be describetiCagercent product knowledge, 90 percent sales
training, then get on the phone and sell. The teet®) described as either "smiling and dialing," or
"dialing for dollars" is the fundamental educatfon new-hire stock brokers at most houses. Itisthtr
sink or swim, and attrition is high. You shouldme surprised to learn that once the entrance egagns
passed, there is never a requirement for continedghugation. What continuing education is provided
generally comes from the house, and consists aftdhe same proportions of product knowledge and
sales training. Controlling the education procaslsar effectively limits the options to the house
preferences. So, many brokerage houses actuaNyglyatliscourage their salespeople from pursuing
independent professional training. For instance,\wary large brokerage prohibits their salespefipla
displaying the CFP certification on their card$tdeheads, or any other client contacts. Whatewar t
reasons, they certainly aren't bullish on education

So, what are the qualifications?The single biggest attribute the brokerage hoasésoker-dealers are
looking for is sales experience. It doesn't matteat you sold in the past; if you can sell, thekierages
want you. At a Florida brokerage, for example,gher job experience of one of its "top producessis
limited to selling swimming pools.

In the real world, financial advisors must get p&therwise they will all close up shop and goisgibr
play golf. But how that compensation is structucad play a large role in determining the qualitg an
integrity of the advice received. Wall Street'suia to resolve the commission compensation iss@ae i
manner favorable to investors has led to the rapdion of their market share to independent fdg-on
investment advisors. Let's face it: nobody reakgg the big brokerage houses. They just didn'tktiey
had alternatives. But they are beginning to learn.

Not all investors need or want investment adviae.tRose people, books like this and others wilb he
define their strategy. Discount brokerages andoaolimutual funds (which weren't available justwa fe
years ago) now provide eminently satisfactory sohs to the custody and execution problems.
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Other investors who need and want professionakadtiut are not satisfied with the traditional "ahu
and burn" brokerage tactics, also have betterisolsit (In a later chapter, we will discuss somesoa for
selecting and working effectively with financiahasbrs.)

Voila! Another chapter in the continuing improverhehthe market brought to you by an ever evolving
capitalistic system. All that is necessary to kdrepimprovements rolling is to keep demanding bette
Pretty neat!

In the next chapter, we will examine mutual furttie, essential building blocks for a globally diviesl
investment plan that will take you safely into tie@nty-first century. Mutual funds may not be petfe
But if you have less than $50 million to invesgytare your best hope. Last year, there were rhare t
1,500 new funds brought to market, bringing thalttd over 6,000 (not counting money market funds!)
Now there are more classes of shares and costwsgathan you can shake a stick at. Don't desipair.
really pretty easy to cut through the clutter.
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CHAFTER 15

The Jovys of Fund Selection

The asset allocation decision is the heavy lifimthe investment process. Having decided on an
appropriate asset allocation plan, our quest nomstto finding the appropriate funding vehiclebést
represent each asset class. As it turns out, miutndé are almost the ideal building blocks to ¢tarcd
your globally diversified investment strategy.

We have absorbed a fair amount of financial theonow it's time to get down to the nitty-gritty of
selection. You shouldn't be surprised that ouedatwill meet the needs of the process.

The Rise of the Mutual Fund Industry

Unless you have been on an extended vacation,a@ulave helped but notice that mutual funds have
become a very popular way for Americans (actuallicmof the world) to invest. In a reasonably radion
world, things like this don't just happen. Mutuahéls have become popular because they offer huge
advantages to small (loosely defined as those ledththan $50 million or so to invest) and large
investors. The advantages are just about overwhglmi

Mutual fund companies are good capitalists, ang teetainly are not dumb. They have spent freely on
advertising and public relations to educate udlttha advantages. They have been very successful i
getting their message across. By now, almost es@ftl school child can effortlessly list all thesens
why mutual funds are the investment vehicle of caoi

Traditionally, we have thought of diversificatidoy cost, and access to superb managers as the chie
advantages of mutual funds. The first two are gdgtarue. Where else can an investor purchase a
portfolio containing hundreds or even thousandsdividual issues across a market with as littl&a80
or less? How could he do it without being destrolygdransaction fees? Now, of course, we have to
wonder if management can add value. If the invastoonvinced it can, then by pooling his fundshwit
thousands of others, he can attract the attenfitmedoest talent available. If the investor doeselieve
that, then he has the alternative of investingndek or passively managed funds.

As designers of a superior investment strategydasestrategic global asset allocation, we wilesel
mutual funds which allow us to very tightly contmlr portfolio. We will be seeking very precisely
targeted funds in diverse markets and investmgtesstThis will require us to leave behind any aoti
that there is a single "best” fund which might mmat needs, abandon the ever popular but childishly
simplistic and ineffective magazine ratings, amefee our performance benchmarks.

Unwarranted Concerns about Fund Trends

All the money flowing into mutual funds gives rigea constant stream of concern by writers in the
popular pres that somehow mutual funds are going to be redplerfer the next big market crash. Un
this theory, individual investors have not beenegdy a bear market recently. When the bear araié
the neophyte fund investors will head for the daonce. The resulting redemptions will trigger a
liquidity crisis and vicious unending downward spin the markets. The core of this argument seems
be that only mutual fund investors will behavetioaally. The evidence seems to point at large
institutions, traders, and speculators as equialhd to panic.

In fact, mutual funds are simply replacing otherestment mechanisms that are less efficient and
economical for investors. Rather than sit aroundywog about too much money going into mutual
funds, those same writers ought be consideringtioeamcourage individuals to increase their longater
investing, and the percentage that goes to equittes overriding concern | have is that Americares a
investing too little and too conservatively to méir long-term needs. All investors, whether steel

in funds or individual issues, need to restraimtbelves from irrational behavior during the occaalp
inevitable, temporary market decline. We will examinvestor behavior and its effect on markets in a
later chapter. For now, | will assert that mutuaid investors seem as rational as any other |dogé bf
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investors.

Two other recurring themes crop up enough to beameent. One would have us believe that mutual
funds are some type of passing fad, soon to famhe ight like the hula hoop. The other implies that
funds are somehow inferior devices designed foutisispecting rube, and that larger sophisticated
investors will soon outgrow them. This makes me a@erwhat the authors have been smoking. Mutual
funds are gaining market share because they atiexr lmvestment medium. And not just for small
investors. Huge institutions routinely buy fundse \8an assume that they are aware of their alteasati
and have made reasonably intelligent decisions.

Mutual funds have a few flaws left which we musbrs@ddress. As we do so, keep in mind that warts
and all, this is the best solution for the overwiialg majority of investors. We are not in the pasitof
having to accept the best of a bad deal. Rathehave an abundance of truly great deals to choose f

A Huge Universe of Funds

This abundance causes a problem. Today there aré6dd00 non money-market funds, and over 1,500
were added just last year. So, rather than havéeteahoices, in most asset classes we are buried i
them. With more than three new funds coming orastreach business day, just reading the new offering
prospectuses would be a full-time job.

Of course, there is lots of information from numessources. You don't even have to leave your home.
You can spend all day and all night surfing the. Betfore the end of next year it will be a sorrytoal

fund family that doesn't have their own Web sitat,Blata, facts, and information aren't knowledge.

Fund Basics

So, let's see if we can cut through all the norse@utter to see how the fund industry works. Titwen
can develop a few simple criteria to drive youestbn decisions. This procedure is fairly
straightforward, and it allows you to get in cohwbthe total investment process.

Cost: The Natural Enemy of the Investor

Cost is an important consideration for investorsstGs also one of the few areas over which inwvesto
can exercise a great deal of control. There seerbs & concerted effort by the fund industry to
absolutely prevent investors from figuring out wtiedir costs really are, and what the implicatiohthe
various pricing strategies mean. Don't despaaalt be explained very simply.

Management Fee

Every mutual fund has a management fee. It is filifglosed in the prospectus. This fee goes talpay
normal expenses of running the management tearthartglisiness. It includes postage, printing, rent,
salaries, accounting, lights, telephones, equipnaart the like.

The Dreaded and Much Maligned 12(b)-1 Fee

Some funds charge a second fee called a 12(b)-Theepurpose of this fee is to promote the sale of
more shares of funds to the public. The fund miga this fee for advertising, commissions to
salespeople, or to pay custodian and service éeasliscount brokerage house.

It's not important whether the fund breaks outltBéb)-1 fee in the prospectus. All funds have stype
of promotion expenses. Some just choose to show Hsea separate cost.

Expense Ratios

Both management fees and 12(b)-1 fees, if anyinaheded in the fund's expense ratio. Expensegatio
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are always fully disclosed in the prospectus. Thike number the investor should zero in on. Theese
very strong inverse relationship between total eost investor return. While purveyors of high price
goods invariably love to imply that "you get whaiuypay for," on Wall Street it's often easy to fget
less. As you might expect, low expense ratios arg,wery good. Expense ratios can vary from under
0.25 percent to over 3 percent.

Trading Costs

Trading costs are not included in the expense,ratid not disclosed. (More about the second patet.|
We may impute some information about trading ctrsi® the portfolio turnover. Some funds never
trade, and some may turn the entire portfolio ®exeral times a year. We know that lots of buyind a
selling is expensive. Just how expensive tradimghbzavaries from market to market. Trading costs ar
generally very small for NYSEacks. But when we get into small company, foremnemerging marke
stocks or bonds, prices can get very high. Foamts, a "round trip" on a small company stock may
exceed 7 percent. So, an average of two tradearaoyea small company portfolio can go a long way
toward eating up the average profits.

Trading costs fall directly on the fund. When adlbuys a stock, it carries the stock on the bobokest,
including commissions. When it sells, it showstle¢ receipts after commissions. Neither commissions
nor the "spread" are ever accounted for. Unlesscanelemonstrate a very positive benefit from trgdi
and most managers can't, then small turnover id.goo

The Bottom Line: Well One of Them Anyway!

Simply put, the ongoing cost of running any mutfuald is the expense ratio plus the trading costs.
Unfortunately, this definition doesn't include fhgact of commissions.

The Impact of Commissions

Some funds are sold directly to the public. Otlaessold by salespeople. The second type of fuadda
figure out how to pay the salesperson. A numbeéntefesting arrangements have developed to soate th
problem.

In the bad old days, many mutual funds were solddmjract. The investor paid a set amount every
month for a number of years to satisfy her contfaating the first year, the salesperson got hiathe
investment. After that, the salesperson usuallyagpout 4 percent of the continuing contributions.
Perhaps that explains the slow acceptance of miutnds by our parents.

Later, so called "front end load" products emengél a top sales charge of about 8.5 percent. J&liss
charge was deducted from the total investmenttlatbalance ended up in the fund. So, out of a08D
investment, $9,150 went into the fund, and thermaaended up in the sales organization's pockets.
Larger investments might qualify for a discountr Fstance, at $100,000 the typical sales chargddvo
be 3.5 percent. Front end load products are ofidacc"A Shares" within the industry.

Over time, resistance to the high sales cost dnosey companies to cut their maximum sales charge to
around 5 percent. But, as true no-load mutual funds$nto the market, funds began to look for wioys
hide the sales charge. This effort reached itfdntlconclusion with the invention of the brokeeag
houses' no-load or "back end surrender charge'st@mmonly called B Shares.)

Until the investing public began to figure it otlte brokerage houses and broker-dealers had thefbes
all possibleworlds. They were able to increase the average ¢ssion paid to the salesperson, and a
same time claim that the product was no-load. Thkdy got a 5 or 6 percent commission the first, day
but the client saw all his money go to work in thied at the same time. This little piece of Waliest
Magic was possible because the sponsoring comgeontéd” the commission to the broker. The
company recovered their payment to the salespédrgancreasing the charges to the fund about 1.5
percent per year. (This charge was the so call@n)-12fee, named after the NASD's enabling
regulation.) In the event the investor liquidatésifand prior to the company recovering the comioiss
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interest, and a profit, the investor was chargdobak end surrender fee" before his proceeds waick p
out. This last part of the transaction was notroéephasized during the sales process, so manstorge
were in for a rude shock if they bailed out for aegson.

If investors took the time to do the math, theydigered that the back end surrender funds could be
very expensive way to invest. For one thing, lanyestments got no discount. An investor placing
$250,000 in a front end load fund could expectatime 3 percent charge. But if she held the sanee s
investment in a back end surrender charge fundl tinetiend of the typical surrender period of 6 gear
she would end up paying 9 percent in hidden fessuing growth of the investment, the fees got
larger! Finally, the hidden charges continued ferego the total cost could be huge. Of courseum
example, the salesperson got twice the commis®omduld have earned in the more straight forward
front end transaction. It's not too hard to see Wtokers loved the back end surrender products.

If the evolution of the load fund industry had gied there, our task would be somewhat simpler. &ut,
investors began to wise up, fund families triedtiy one step ahead by introducing new types aésha
with new pricing. The names they gave pieing schemes aren't always consistent from ongpany tc
another. "C Shares" look rather like B Sharestlbeiinternal charges fall after the surrender geriD
Shares" have a level 1 percent charge paid todllesmerson each year, but have no surrender pariod
charge. Many "A Share" funds have introduced a)t2(tharge to finance a "trail commission" to the
salesperson on top of the original sales commis&th other companies are experimenting with
reduced front end charges but larger ongoing feésance increased trail commissions.

Recently, the NASD issued regulations that protahig fund charging a 12(b)-1 fee in excess of 0.25
percent from calling themselves "no-load". The saageilations have allowed fund families to actually
increase trail commissions to salepeople, who n@symably refer to their products as "no front-end
load," all in the name of consumer protection! ¢ same time, some true no-load funds have expense
ratios high enough to choke a horse. So, look beyoa labels.

If all this is beginning to make your head spirerthis a simple solution. Just buy no-load fundentall
you need to be concerned about from a cost pergpastexpense ratio and trading costs. Your broker
may not care for that solution. But, it's not ygly to keep her happy. Even if we ignore the effedt
embedded conflicts of interest in the commissidassprocess, commissions have a direct economic
impact on the investor. You may think of front dodd funds as being the equivalent of running a 100
yard dash from 3 to 8 yards behind the start Beek end funds might be thought of as running traes
race while carrying a 150-pound load.

Another problem with the traditional load produistshe psychological feeling of being trapped in an
investment by the large cost of moving. Investoitkaften stay in an inappropriate investment rathe
than endure a second set of fees required to badfdhe first poor choice. Families of funds métie

this problem. They allow an investor to switch et penalty within a single family of funds. Thidls
requires the investor to severely limit his choid&&th true no-load funds, especially if held astodian
by one of the large discount brokerage firms, ttvestor may have over 1,000 choices in over 206 fun
families, and she can execute them with just a plvati. (Some transaction charges may be tackdxy on
the brokerage firm, but these are a very tiny parof the commission charges on load funds.)

One great working solution to defining of a lead fund is to inquire about the cost of a rounal 1f you
can buy a fund today for a dollar, and sell it toraw for a dollar (assuming the market hasn't mypyved
you have something that looks, smells, and fekésdino-load fund. While this definition may not be
technically accurate, it will uncover lots of detiep sales tactics. You will quickly be able to qtify

the costs of brokerage and trading costs.

Targeting Your Market Segment

The next big issue we face in building our invesiin@an is that the funds we select must reliably
capture the performance of the market or segmetiteafnarket we have specified in our model. We
know a great deal - but never enough - about 8k return, and correlation of stocks based orsie
of the firm and the stock's book-to-market ratibisTinformation was crucial in designing the asset
allocation plan.
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If we are going to have control of our asset alfimraplan, we must seek out funds that will confine
themselves to a definable style. For instance, meewkthat across most of the world's economies, the
smallest 20 percent of the companies have aboytesicent higher expected rate of return than tiget
companies over long periods. Of course, this retomes with a higher risk, and a correlation witiheo
asset classes. So, if our asset allocation plds foal say, a 15 percent weight in small comparitest is
what we want to have. One person's definition acdlsmay vary considerably from the next. So, our
terms must be objectively defined. For instancemight define small as a fund with a maximum size
company of $500 million. Other observers might tadise companies micro-caps. But if we want the
performance that comes with small companies, wguatekidding ourselves if buy the smallest firms i
the S&P 500.

The same goes for value. Value is an even harderttepin down than size. Lots of managers call
themselves value managers, but own portfoliosawfkstvith very low book-to-market ratio.we want ¢
strong value representation, we must seek out fuittisstocks in the highest third when ranking book
to-market scale for each size company.

Style Drift: The Natural Enemy of Asset Allocation

It would be disconcerting to find that a fund wellselected to represent small companies was suddenl
investing in GM, IBM, and ATT. Now, many "growthtifids have decided to add foreign stocks to boost
their performance. That might or might not work il for their particular fund, but it skews theodel
badly.

The tendency of managers to wake-up one day andedétat an entirely different market segment looks
more attractive than where they are is called éstylft." Style drift is the natural enemy of thesat
allocation plan. It goes without saying that we dao way to control risk if we don't know whatmsthe
portfolio, or if the portfolio can change radicallythout any advance notice.

Traditional Labels and Fund Objectives Obscure Ratler Than Enlighten

Traditional labels and prospectus categories arennich help here. In fact, it's best to forget th&ime
categories are arbitrary and ambiguous. Just whehe boundary between a "Growth and Income” ¢
"Growth" or "Equity Income" fund? These nuancesehalways escaped me. Many fund rating services
attempt to use these categories to compare furidrpence. The funds often respond by redefining the
objectives to fit a category where their relatiesfprmance is better.

Defining the investment manager's style providewitis a great deal more useful insight. Morningstar
style boxes allow the potential investor to deterat a glance the average size and growth/value
characteristics of the portfolio. While far fromrfeet, this system is a big improvement. The shgges
are limited in that they describe only the averagielings in the portfolio. Some portfolios are h&od
properly categorize, and the boxes are no assuegyainst style drift.

Many mutual funds have wide latitude to invest velver they wish. Some have demonstrated either
superior skill and cunning, or tremendous luckresrtportfolio zigged and zagged. Magellan and 20th
Century Ultra are famous for refusing to stay fineir management will, of course, claim skill. Fut
aside the question of skill vs. luck, for each happample, the landscape is littered with failegrapts.
Once we have made our asset allocation decisiohawe absolutely no interest in the fund manager's
market forecast. We want him to stay fully investethe market we expect at all times. We have made
the decision as to the exposure level we wish @ hand attempts by the manager to time her ple

of the market are unacceptable to us. The mutual &1 simply a building block for our investment
strategy, and the more predictable the buildingllthe better the finished structure. The daysnwhe
would turn over our money to a manager who coulevbatever she wanted should be long behind us.
The asset allocation approach is a far cry frontridgitional view of the role of the fund managder

role is reduced from exalted guru to subordinatbriecian. Her mission is to stay fully investeddely
diversified, keep her costs down, and reliably gepthe performance of her assigned market segment.
Should she stray from her assigned turf, or atteimptarket time, she will be replaced. Should shleds:
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match her assigned market's performance, she séy ba replaced by an index fund that will. On the
other hand, it's not appropriate to blame the manéder asset class shows poor performance. For
example, Japanese small company fund managersti® blame that the asset class has shown 6 years
of dreary returns.

When it comes to picking funds, very little of whyatu hear in the popular financial media is useful,
unless you just want to collect a few tidbits toglat cocktail parties. Lionizing last year's luckgnage
is fun and probably harmless, but it tells usditéle want to know about next year's performance.
Rating services such as Morningstar's star awardsrbesHonor Roll, attest to the futility of applying
past performance to tomorrow. Investments in eisie¢iof recommendations would have produced sub-
standard results. If those two organizations, waitithe resources they have, can't make useful
predictions, how can the rest of us hope to? Soduehyeople keep listening to that trash? WWéall
Street Weektarts interviewing next year's winners, I'll tunelf successful investment management
simply required counting stars, or buyiRgrbes'list, we would all be rich and carefree.

On the other hand, there are some great resourdeb/\vavailable. For example, Morningstar's databas
on disk provides a treasure load of informatiomllbws us to screen well over 100 criteria inchgdP/E
ratio, Price/Book ratio (the reciprocal of bookst@rket ratio), turnover, medium market capitalizati
expense ratios, earnings growth, sector weightistgsidard deviation ratings, estimated potentipitaa
gains exposure, minimum purchase amounts, andtahother information useful in choosing our
portfolio components. You can, for instance, witktja few mouse clicks, screen for no-load foreign
equity funds with an average firm capitalizatiort tmexceed $500 million, which accepts initial act
sizes below $2,000, available through the Fidelitschwab brokerage systems, with expense ratios
below 1.25 percent and then sort in descending @fde/E ratios. Another click, and you can compare
your candidate funds with an appropriate indexckhedustry weightings in the portfolio holdingsica
insure that the fund holds enough issues for prdpersification. Morningstar even gives you th&@80
numbers for most funds, so that once you have iftkoht few likely suspects, you can order
prospectuses. Many city libraries have accessisothsimilar services.

| submit that this caliber of information is a grel@al more useful thavioney Magazine'$Eight Great
Funds for the 90's" type article. With data likestlyou can select and monitor your asset allongtlan
segments.

If you have a large portfolio, you may want to haeeeral funds in each category. If so, | woulddui
the core of my holdings around index funds. Todggrsonally try to use minimum of 60 to 75 perce
index, or passively managed funds in each catedtwy.advantages of low expenses, low trading ag
and cost, and the assurance that we can reliadaly tur desired market segment are compelling.
Additional advantages are a reduced tax exposnceyau will never have to be concerned about style
drift.

While | haven't foreclosed the possibility thatiaetmanagers might add value, | am strongly leamng
that direction. In a debate that takes on almadsfioes or mystical overtones within the industirguess

| am an agnostic. I've seen too many high-flyinggreners suffer ignoble crashes to have much faith
left. If you asked me to guess, | would probably tet in 5 years | may have weeded all the active
managers out. In the meantime, | am limiting thele so that if one or two make a few bad plays, it
doesn't ruin my portfolio performance.

A Checklist for Action

Here is a checklist you could use to develop yaandfselection process for each individual asssscla
My suggestions are included:

« Decide mix of active and passive techniques. (Asramum, the core portfolio, say 70 percent,
should be indexed.)

+ Define the market as tightly as you can -- largesl§ foreign, emerging market, Asia, Japan,
Europe, etc. Make sure the manager stays fullysiteeeand within the assigned market.

« Define style --growth vs. value. (A strong value tilt should enteperformance and reduce ris
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« Eliminate all load funds. (Never pay a load!)

+ Check expense ratio. (The lower, the better. Buter@ber, some markets cost more than others.)

« Check portfolio turnover. (The lower the better.)

« Compare performance to appropriate benchmark, amgetitive funds. Try to understand any
variation from benchmark. (There is always a reasligher returns mean higher risk. For
instance, this year's big heroes are very strooghgentrated in technology stocks. They could
easily look like the worst dogs someday soon.)

But what if you are just starting out? What if ydawdget is very limited? You can still build a
Champaign globally diversified portfolio with a lvdridget. While a $1 million portfolio might have 2

or more funds, you can do a reasonable job withjus 4 index funds. For example, index funds: the
Schwab 1,000, Small Cap, and International would geod start. Or, Vanguard will send you
information on how to index most of the world's Reds. As your portfolio grows, you can tilt toward
smaller firms, and value. Later add emerging matkBhese are just examples; there are lots of great
load families that accept very small initial pursba. Many will take on contributions as low as $50.

If you are making ongoing contributions to yourastment plan, after you have built up a good core,
consider tilting your purchases to the most thohtyieaten-up markets as you go along. For example,
this year | would be looking strongly at Japan aatin America.

Just do it!

Remember, it doesn't have to be perfect to be .gBsdtstarted. Don't wait for it to be perfecinédiver

will be, and you will still be waiting when you aodéd and broke. If you need a little forcing sysierse

an automatic check withdrawal to your investmerbaat. The important thing is to get started on a
sensible plan, and exercise the discipline to dayt. Start small and build in pieces. Use your
company savings and pension plans. If the choieastgerfect, do the best you can. For instariogost
any growth fund in your company plan is going tg p# better in the long haul than any bond or
guaranteed account. If the company plan offersdareralue, small company, or emerging markets, use
them. If not, balance your company plan with yownanvestment plan so that the whole thing looke
your ideal asset allocation.

Coming up

While | am one of the great mutual fund boostdrerd are a few problems in the industry that you
should be aware of. Warts and all, no-load fundsséitl the best deal around. But, it's always atakie
to think that everybody on Wall Street is a chayeven in the no-load mutual fund business! | wil
show you some things to look out for. Remembengfall demand better, we will get it. Just by vgtin
with our feet we can make the best deal even bétethe one way to really get Wall Street'sratita.
There are lots of alternatives to load funds, and a few of them even make pretty gamse as part o
balanced portfolio. We'll take a look at them, too.
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CHAFPTER 17

Fund Alternatives

No-load mutual funds are just about the most idedtling blocks for a globally diversified asset
allocation plan you'll ever find. The combinatiohirestant broad diversification, liquidity, and losost
makes them the thinking investor's medium of chditmwvever, no-load funds are not the only possible
way to achieve these goals, so let's look at aalésvnatives.

Closed-End Funds

Closed-end funds are closely related to the moneneon open-end fund. Open-end funds continuously
offer new shares to the public, and provide liqyigdia redemption of shares at net asset valuesedio
end mutual funds do not redeem shares directly th@public the way open-end funds do. Rather,
liquidity to the investor comes through sale ofresao another investor on an exchange or over the
counter.

New closed-end funds are almost always sold atdidOffering Price, which includes a generous sale
allowance or commission. As you recall, often theelucts are touted as being sold without
commission. Technically correct, perhaps, but nipiglestionable. In fact, the initial investor isually
really only buying 96 cents or less of stock foctedollar. So nobody should be surprised that difter
initial offering is sold out, and the fund beginsttade on a market, the price falls to the retlbsset
value. Why anyone would buy an initial offeringosyond me. However, the brokers receive several
times as much commission -- whoops, | mean offeallmyvance! -for initial offerings as they would fc
an after-market trade. So, they generally sell out.

But more often than not, the price continues tb fied not unusual to see the price stabilizebaiua 80 tc
85 percent of the net asset value. If you would ti cruelly torture economists, just ask them iy
happens. This effect is so persistent and widedptbat it is often cited by opponents of the edint
market theory. One likely cause is the effect oidein tax liabilities vthin the portfolio. But this can on
explain a small part of the difference. The probless resisted rational solution, and tends to make
economists a little nuts.

Occasionally, optimism for a particular fund wilive the market price far above net asset valuédy On
the "greater fool" theory can explain this appdseintational pricing.

Some investors track trading patterns and attemptiy at historical low points and sell when theegg
narrows. Of course, the spread may never narrov naay even get worse. The stock market has no
memory, doesn't think it owes you anything, and miéke no attempt to recoup your price.
Closed-end bond funds often trade at steep dissoliisthard to resist the temptation to buy aadtsl
worth of bonds for 80 or 85 cents. Investors logkior income can receive a handsome increase lid yie
by taking advantage of the discounts when theyroddus strategy is certainly worth looking into.hie

it may not eliminate all the problems with longrebonds, it certainly can pad the income stream.
Closed-end funds are often proposed as a good@obatthe problem of highly illiquid markets. In
India, for instance, settlement of stock transadtican take weeks or months. Other nations may have
restrictions on the flow of capital out of the coynAn open-end fund might have trouble liquidgtin
shares in a small market to meet redemptions. Bldsed-end fund doesn't have that problem. So the
closed-end fund offers us access to a market thahight not otherwise be able to enter; it soles t
liquidity problem through another mechanism.

What we often observe is that a closed-end funéhbdg trade on the domestic market more like a
domestic stock than the foreign market it is supdds represent. So, for instance, if U.S. investom
negative, they may first decide to dump their fgneioldings. The price of an India fund may suffer
without regard to what is happening in India. Tifeecence between net asset value in India and etark
pricein New York may diverge sharply. Normal arbitragecot straighten out this strange result. Sc
may not get all the diversification effect you egprom the market.

A partial cure for this price disparity is to haadéimited life for the closed-end fund. At the esfdhe
limited life, either the stocks are all sold or #feres transferred in kind to the holders. Neiihar
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perfect solution. One comes at the price of soreéypdramatic tax events, and the other unloads the
problem of selling the shares on the investor, pesumably bought the fund to avoid those costs and
aggravations. Many investors will buy limited Igbares at a discount and wait for fund termination.
However, they still run the risk that, at termioatidate, net asset value will have fallen belowtwihey
paid.

| would never buy a new offering. Chances are lingth | can buy it at a steep discount somewherendow
the road. | would never pay a premium in the aftarket. And, if | woke up one day to find that adu
owned was trading at a good premium, | might besdy tempted to sell it to that greater fool, oy
another one someplace else at a discount.

Unit Investment Trusts

Unit Investment Trusts (UITs) are very much likes#d-end funds, except that rather than try to gena
a portfolio of stocks or bonds, they just buy alpmassets, and hold them. This approach reduces
management costs to close to zero, but some vergrraustodian and administrative costs remain. UITs
are most often seen with bonds or muni bonds. toveseceive interest and their pro-rata share of
proceeds as bonds either mature or are calledstioneemust not fool themselves into believing tnat

UIT can magically "lock in" a dividend. Our exparee over the last 20 years of falling rates has bee
that calls quickly eroded the portfolios. Like theousins the closed-end funds, prices can divextper

far from net asset value, and some investors éngalyng as prices fluctuate.

In summary, both closed-end funds and UITs can umetul tool as part of a properly designed
investment plan. But, like everything else, theyéhtheir own risks and rewards.

REITs

Real Estate Investment Trusts (REITS) are corpmmatihat have elected special tax treatment. Ag &3
their business is real estate, and they distriam®st all of their income each year, they aretaxtd at
the corporate level. Once formed, REITs stock easdid as any other stock either over the coumten
an exchange. Many REITs own diversified properiésver the country. Investors who wish to hold
real estate may find this a handy way to own aityupbrtfolio, have instant liquidity, and avoideth
sometimes almost unlimited aggravation of beingrallord.

The trend of converting real estate to securitiaghe REIT structure is accelerating. As the estihite
partnership/insurance/banking/savings-and-loandeleft over from the excesses of the 80s winds
down, major institutions view REITs as a likely wiayunload distressed properties and convert their
headaches into liquid assets.

How well REITs track the performance of real estatgers a lively debate. In other words, do REITs
perform along with the real estate fundamentakscbmore like a stock. One opinion holds that Wall
Street has never appreciated real estate, and tresfoggiest notion of how to properly price REIT
The opposition holds that individual parcels ofl estate are often irrationally priced, and that lthcal
individual real estate market is hopelessly iné#fit. This inefficiency occurs due to the scaroty
transactions, and the inability to properly compamaue parcels of land and buildings. This schbdis
that when real estate is converted to activelyedegkcurities, the market canaléar better job of sortin
out real value than can the localized individuahsactions.

If you like REITs, you should love real estate naltuinds that hold only REITs and other real estate
related stocks.

Real estate often holds an almost mystical atvadth many investors. They see it as a unique ,asset
great store of value, a refuge from the vagarigb®ftock market and an infallible inflation hediyany
real estate funds are attractive because of tigiryneld, and so they may become a bond substitute
some investors. In practice, REITs seem to havgladorrelation to small company stocks and high
sensitivity to interest rates. If so, real estateds don't offer much in the way of a diversifioatbenefit,
and we wouldn't expect them to be a great refugenrarket downturn. Recent experience tends to bear
that out. They did well in a good market during 398ut tanked along with other interest-sensitive
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offerings in 1994.

That year's dismal performance came in the facesioly expectations for real estate. The industag w
just beginning to dig out from the excesses ofli®®0s. Occupancy and rental rates were up
construction was beginning to make a comebacky #fthe ointment was the threat of further intéres
rate hikes, which would cut the availability ofdimcing for both new and existing buildings. Thisueb
have a negative impact on the number and priceiitdibgs that trade. Real estate funds were harly
the rise in interest rates that year. loibked like a bond or smelled like a bond, it wasperly punishec
So real estate funds act a lot like bonds, aketdimall company stocks, and perhaps not enough lik
buildings. In a down market, | wouldn't expect thenbe the very best-performing asset class. Whethe
they add enough in the way of diversification tstily adding them to a properly balanced portfadi@n
ongoing question. If you like the idea of REITsrh@®s you should carve out a portion of your sioall
medium cap domestic growth allocation to make réonthem.

Wrap Fee Accounts

As investors began to resist the traditional "chamd burn” brokerage tactics, Main Street begadarto

to mutual funds in a serious way. Independent nditunals addressed many of the investor's conceins o
cost, conflict of interest, and management. Woeteno-load funds were grabbing an increasing ntarke
share. The handwriting was on the wall. Traditidmalkerage of individual shares was in danger of
extinction along with other dinosaurs. In an eftorprotect some of their high margin prestige hess,
Wall Street responded with The Wrap Fee Accountla¥é public relations miracle. The commission-
crazed broker has magically turned into the imphprofessional. A new title of "Financial Consulta
completes the mystical transformation!

At first glance, Wrap Fees appear to correct mdrifi@most glaring abuses. But a closer look expose
just another PR Bar-Aid, a new set of proprietary products with evéghler fees, poorer performance,
and higher profit margins than proprietary mutwaidds. The conflicts of interest aren't gone, justdy
hidden.

Like vanity license plates, wrap fees are oftenkated to affluent investors who want "more" than a
mere mutual fund can deliver. Wrap fees contingentlystique of "individual” investment management,
"private” deals, and individual issues. In factapifee accounts may be great for the ego, but bad
economics. Due to the substantially higher coste@ated with the programs, they can be expected to
deliver less than other alternatives.

The wrap fee supposedly covers the entire speadfugarvices including the broker's compensatiouas th
eliminating any temptation to churn the account| provides for a higher level of managam expertise
Clients are allowed a limited choice among in-homskouse-approved managers. While clients own
individual issues in their accounts, investmenigiens are rarely personalized. Rather, the manager
makes block trades, and a computer distributeseshmtween client accounts.

Each manager is expected to trade through onlintheducing brokerage house. Hidden profits ones

in bonds or stocks where the house makes a maketin with the brokerage house. Many observers
have opined that these undisclosed gains fromngaalie high enough that the brokerage houses could
very profitably offer the Wrap Fee accounts foramarge.

For the sake of discussion, let's discount alleh@eblems to zero. A fatal flaw still remains &or

investor who wishes to have an appropriate asketagilon plan. Unless you have true mega-bucks, you
are just not going to be able to participate in yndesirable markets and segments of markets bgusin
wrap fee managers. Suppose you had a $1 millioouatcand wished to place 10 percent of it in the
"Tiger" Economies of South East Asia. Where are going to find a competent manager with expertise
in the region willing to take an account for $1@M0 It's not going to happen. And even if it didwhs
that manager going to properly diversify your $000, over 10 to 15 economies using individual is8ues
At the end of the year, how are you going to rexbed the account, or liquidate a few percent toigeo
income for yourself? The practical reality is tliatannot be done efficiently. Cost is prohibitive,
competent management highly unlikely, diversifioatimpossible.
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Variable Annuities

As we observed in Chapter 10, taxes are a probbemmany investors, but mutual funds present a @upl
of interesting wrinkles. One partial solution i tiise of index funds to reduce the tax burden, lierwye
there is another alternative: variable annuities.

Deciding whether a variable annuity is a good ohdsca very complex task - even with a very powerfu
computer program. The issues are reasonably trasky there are a few wild cards.

Variable annuities pay about the highest levelarhmissions available in the securities industry.y®o
might expect they are rather aggressively markéikd.hype can get pretty deep. Still, used in idptet r
situation, they can be a very valuable financial.t&o here's a rundown.

Insurance companies sell variable annuities, byt ton't usually actually invest the money. Instead
your cash goes straight into a group of funds (sg#paccounts). If you are a tax lawyer you migitt g
pretty excited about the difference between a sdépaccount and a mutual fund. The rest of usfivdl
the distinction incredibly boring. | will spare ytlie details.

Tax advantage

As it turns out, the biggest advantage of a vagiaoinuity, tax deferral, is actually a two-edgedrsiv
The pro side is that you don't get taxed on thermegyour money earns until you withdraw it. Withire
variable annuity you may switch from one fund totler without incurring a capital gain. You can eve
switch variable annuity plans without being tax8edtion 1035 Exchange). Tax deferral is a tremesidou
advantage. Compared to an investment that hadytalpgains at ordinary income tax rates each year,
the differences in total capital accumulation cardbamatic. You will often see comparisons like ihi
variable annuity literature. But that is not a fatid fair comparison by any means.

All withdrawals from a variable annuity are subjezbrdinary income tax. So variable annuity owners
can never benefit from the lower capital gainsttet they might otherwise be eligible for in a naitu
fund (or if they owned individual shares of stock).

If you owned a mutual fund which eachenly 10 percent interest each year, you woulcehawpay taxe
on the entire earnings. This is the worst caseaaerHowever, if you owned a fund that purchased
stock, and that stock increased in value each yearpay no tax until the stock is sold, and thea pay
at the lower capital gains rate. You have had tfrrdal, and benefited from the lower capital gaatse,
too. If your fund never sells the shares -- likaratex fund might -- you will have a far higher
accumulation, and pay taxes only when you chooseltoour fund shares. In this case, the mutuad fu
or individual shares will have a far higher accuatioin, after tax where it counts, than a varialbleusty.
Most mutual funds fall between the two extremetotdl annual taxation, or total deferral and cdpita
gains treatment. So an analysis of the investntglet and practices of the fund will have to be
considered in any fair comparison. Funds with Highover, or high levels of dividends or interesi)
benefit proportionally more from a variable annuity

There are two further tax complications: If youlwdtaw funds before age 59-1/2, you'll pay a 10 q@rc
penalty on top of the ordinary income tax. Andyati die before you get to take all the money ot an
spend it, a variable annuity is one of the onlyetsgou might have which will not be adjusted fasis
before passing on to your heirs. Variable annugiessubject tboth estate tax and income tax, while an
appreciated asset avoids the capital gains taxsamaly subject to estate tax.

If that wasn't bad enough, the wild cards are atitithere. Nobody has any idea what "tax refornii" w
do to any of these assets. Proposals now beingdavad include a lower income tax rate, lower cpit
gains tax rate, a flat tax, and the abolition ef éistate tax. Any or all of these will impact ttzue of a
variable annuity when compared to other assets.

After age 59-1/2, you can withdraw money from aafale annuity in several ways: a lump sum,
occasional withdrawals, or a stream of fixed oialgle payments that lasts throughout your life
(annuitization).

Unlike IRAs, you may continue to accumulate taxediesd until age 85 before the government requires
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minimum distributions. This may fit well for reties faced with "force outs” from IRA rollovers atag
70-1/2. Their variable annuities can continue aadating tax deferred for an additional 15 years.

The annuitization payout gives you the most taxrggs; part of each monthly payment is considered a
return of your principal and not taxed. But this g@lvantage is a very questionable benefit becaost
investors will not consider the option. Upon deathcapital balance in the account reverts to the
insurance company.

If you take the money out in a lump sum or throogbasional withdrawals, the payment(s) are treased
income first and principal second. So withdrawastaxed fully until you start tapping into thergipal.
Remember, you have already paid tax on the irgtatribution. One strategy you may consider is
spreading your investment among several differentganies. Then if you need money, liquidate an
entire account -- preferably the one with the sesalyain. In this case, you recover the entirgainit
investment tax free.

As a model for how that might work, consider thikolwing two examples. First, $100,000 invested five
years ago in a single variable annuity has grow$il&0,000. You need $25,000 for an emergency.fAll o
it will be taxable as ordinary income. Second, adesthe case where the $100,000 was divided inéo f
equal-size variable annuities or $20,000 each. Eacbw worth $30,000. You liquidate $25,000 from
one account. You have a taxable income of $10,6d@0aeturn of your principal of $15,000. A fzettel
result.

Cost of Variable Annuities

The next important issue a potential investor neosisider before buying a variable annuity is cost.
Actually, it's a huge issue. But, in just anothegiraple of the capitalist system working to impratgelf,
investors are finally getting a break. Let's lookhe older (high-expense, large-commission) catgra
first.

Investors should fully understand the three leeélsosts in the variable annuity. It may not beydas
determine from the annuity prospectus. In fact, s@ariable annuities come with several prospectuses
one for the insurance company "wrapper" and onk &adhe underlying funds. This makes it even
harder to figure out where the investor's monegoisg, and how many people are going to share in it
besides the investor. In spite of the high costslagh commissions, variable annuities have been
marketed as "no-load". This of course meant thetead of the commission being deducted up frost, th
contract was subject to a back-end surrender charjethe commissions and a healthy profit hadnbee
earned by all concerned. Many contracts have losigeender periods, and higher amounts than even
their mutual fund brothers. We might think of thamback-end surrender charges on steroids!

First there may be an annual contract expenselly§2% to $35 per account. It is worth noting that
small investments are adversely affected by the@ntharge. Remember that $30 is a 3 percent annual
fee on a $1000 investment, but only .03 percerd $600,000. For that reason, you wouldn't generally
want to consider an investment below $10,000 ifehg an annual expense charge.

Then there is a mortality and expense (M&E) chdngéhe insurance company, usually between 1.25
percent and 1.40 percent. In addition, M&E provitteshe insurance company's profit. If an agens wa
paid a commission on the sale of the contracs, iecovered here. Almost all variable annuitiessatd
with a back-end surrender charge instead of amliisiéles load. The insurance company recoups their
initial commission expense through higher annualges. The back-end surrender charge goes away
after a few years, but the annual charges confonaser.

An amazing number of variable annuities are rolldé@n the back-end surrender charge finally
disappears. This generates an entirely new commni$sr the broker, and a new surrender periodtfer t
investor. Some new feature or investment optiaivisays the rationale, but one has to wonder altmaut t
benefit to the investor.

Finally there are the expenses at the fund levets& charges are equivalent to mutual fund expense
ratios and include management fees, expenses thadiovestment costs. Often these expenses are
higher than industry averages.

Total annual expenses can run between 2 percerii pactent, depending on both the M&E charges and
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expense ratios. These high costs could eat upaxrgdvantage that a variable annuity might produce.
After all, we don't expect the underlying investrnenearn more just because it is inside an anntiig
market won't know or care how high the expenses are

Until very recently, there was little differencedantractual differences or costs between sponsors.
The real competition - such as it was - revolvemlad the quality of the investment managers, aad th
number of choices available within a single plaom® of the world's best known managers are
represented in variable annuities. Some separataiats are virtual "clones" of existing mutual fend
However, just to keep investors on their toes, rsthdth the same name may be managed by different
managers than their well known namesakes, andwiiera different management style.

Costs and profits were very high in all variableaities, and there was no incentive for any of the
players to break ranks and give the investor akbrea

Now, however, that log jam has been broken. If gmaa do-it-yourselfer, Vanguard has a very lowt-cos
"wrapper" for their investment funds. If you prefeorking with an investment advisor, other companie
have designed very economical products to accomtagaa. These new products have stripped the
M&E expenses to the bare bone, don't pad the mamamjdfees in the separate accounts, and have no
surrender fees. The total additional cost of aalde annuity over a no-load mutual fund now canasin
low as 0.45 to 0.65 percent. While only a few aralable today, more are certain to follow.

Variable Annuity Total Costs:

« Annual Contract Fee (if any)
« M&E
- Separate Account Fees

Other Considerations:

When shopping for a variable annuity, treat thegp@ipption as a minor feature. You can buy an agnui
from one company and then switch to another whearites time to start receiving payments. But, more
than likely, you will never want to exercise thgtion. Having your capital confiscated by an insice
company at death is a neat solution to the pediayeetax problem, but not the one most of us would
prefer. The additional income that might be gereetdy this arrangement hardly makes up for the lac
flexibility and loss of capital.

Financial Status of Insurer

Pay attention to the financial strength of the resubut don't go overboard. One of the advantafjes
variable annuities is that the assats held in a separate account, away from othansl&o far, variabl
annuity holders have not lost access to their mamegses when the insurer has been taken over by
regulators. There is an important exception, tholdpney in guaranteed interest accounts is
commingled with the insurer's other assets, satit'ssk in case of insolvency.

Avoiding Probate

Variable annuities avoid probate by passing diyeictla named beneficiary just like an insurancecgol
This does NOT mean that an annuity avoids estatéMany arrangements for securities and other asset
avoid probate. Check with a good estate plannitegragy. By all means, consider your estate planning
needs, but never let this one consideration drowe gntire investment decision.

Creditor Proofing

Many states have made annuities and insuranceactsito be exempt under bankruptcy and/or make

them very difficult for creditors to attach. Asesult, professionals and others at high risk @fdition
find them a good way to creditor-proof themselMggain, consult with a specialist attorney if thesai
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consideration.
Minimum Death Benefit

Some annuities offer a minimum death benefit agil&im feature. For instance, most guarantee that
upon death, the beneficiary will never receive s the adjusted contribution. Others will guéeara
return of (for example) six percent compounded,itit&al contribution, or the net contract value,
whichever is higher. (One of the great mysterief@fis how insurance companies ever coined the
phrase "death benefit"?) This minimum death bemeftgreat deal less valuable than it may seem.
Insurance companies cost it out at about 0.10 peordess per year. However, knowing that theirshe
can never receive less than the initial investregyy make some cautious investors feel better about
investing in equities.

Back-End Surrender Fees

Most variable annuities that pay a commission $alasperson come complete with a back-end surrender
fee. This back-end surrender fee tends to lockvestors who might otherwise wish to switch their
managers or agents. A few new contracts offer @ lssmmission option for the agent without a
surrender fee to the investor. This is a far movestor friendly arrangement, and offers flexigilit

should the investor become dissatisfied with trenggor the agent leave the business and "orplhan” t
investor. For what it is worth, | would never buga@ntract with a back-end surrender fee now that
alternatives exist.

Use In IRAs

Almost all the advantages of a variable annuityadiready present in an IRA. IRAs already provide
creditor proofing, tax deferral, and freedom frorohate. So it is hard (just short of impossiblejnake
the argument that the additional expense is jestifor IRA investments.

Is It Right For You?

How do you decide if a variable annuity is for ydd@ke sure that you have a strong rationale foirguy
a variable annuity, and bearing the additionalsostolved.

Consider Variable Annuities If:

+ You have made the maximum tax deductible contrdouto all of your tax-deferred retirement
plans, such as IRAs, Keoghs or 401(k)s.

« You're in a high tax bracket.

+ You can lock in your money for a long time (at kb3 to 15 years).

« You are willing to invest in high-return (high-risgortfolios.

« Your desired investment style would lead to highid#nds, interest, and/or portfolio turnover.

« You want to invest at least $10,000.

You can consider a variable annuity if you don'etradl these requirements, but you should be much
more cautious. Remember, due to the higher costxiated with variable annuities, you may come out
behind alternative investments if all the abovéecia are not met. Finally, future tax changes saew

up the best of computer models. So you might nettwajump off this cliff until your legislators ge us
some further direction on tax policy.

Summary
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There is more than one way to skin a cat. To haniéffective asset allocation plan we need building
blocks with low cost, wide diversification, andightly targeted investment style. Closed-end funds,
REITs, and UITs may be attractive alternativesddaad funds for some investors, especially if
purchased at attractive discounts. Wrap fee acsamtparticularly attractive to the brokers whib se
them. If Congress can ever resist the temptatidiatie with the tax laws, we could all decidehktnew
variable annuity contracts have a place in ourfplos.

Coming up

In a perfect world, | could tell you that no-loathfls, and all those who operate them, are puteeas t
driven snow. But, alas, mutual funds are not elytegempt from all the less laudable practices @flw
Street. There remain important issues for regudadod investors. I'll review the business practares
ethical landscape. Then I'll suggest ways thatdyahding better and voting with your feet, you balp
further perfect the system.
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CHAFPTER 15

The Good, the Bad, and the Ugly

Somewhere over the jungles of Southeast Asia, ¢éldeed doubts about the perfectibility of man.
Idealism quickly faded to pragmatism and realisnatéMing Wall Street at work for over 20 years has
not restored my faith. Fortunately, as realistid pragmatic investors we can thrive and prosper in
jungle where not everybody wears white hats. Obirg® good capitalists is to use the very best
wonderful system while continuing to press for ioy@ments where necessary.

Forcing improvements is remarkably simple. We doatte to go on a mission or lead a charge. We can
leave the moralizing to somebody else. Just refupatronize firms that abuse investors. A loss of
market share will do more to help Wall Street'sizkems develop ethical business practices thanleomil
new regulators.

While our focus is mutual funds, the problems wk aiscuss in this chapter are found in any form of
managed accounts on Wall Street. Angels may notdeaead on Wall Street, but they don't exactly
flock there either. | don't want to imply that omlgvils are in residence on Wall Street; plentharfiest

and competent professionals labor away there. W&t suspect that both devils and angels are randomly
distributed on Wall Street as in any other prof@ssi

Mutual funds have been remarkably free from magangal since Robert Vesco raped IOS over 30 years
ago. They are perhaps the best regulated, audieldstraightforward investment mechanism availtable
us. As a result, fund managers have fewer chaoncesé¢w around with your money than many other
Wall Street enterprises. But devious minds can ydwimd a way to extract a little more than theg ar

due.

Our mission is to explore the issues, learn thiet igiestions to ask, and realize we have an alesogitt
to the answers. Then we can avoid those who eigiiese to answer or give the wrong answers.

Advice from Mom

My mother once concluded a discussion about rigtitvarong with the observation that | would be all
right if I never did anything | wouldn't care to@ain in church or see printed on the front pagthef
local newspaper. While philosophy was not exactyyfavorite subject, this seemed a remarkably good
system for judging ethical behavior. Of courses gets a much higher standard than simply complying
with the law or following regulations.

The gulf between compliance and ethical behaviarbmenormous. Richard Breeden, a former chief of
the SEC, once remarked to an assembled group estiment advisors that before his term ended he
wanted, "to convince Wall Street that there is ntorethics than getting through the day withounbei
indicted.” | hope he wouldn't be offended if we eh®d that perhaps he finished his term before
accomplishing his objective.

Most of the time, Wall Street complies with the Jdwt there is plenty they probably wouldn't relish
explaining to the local church. And a discussiomainy of their business practices in the local pape
always makes them squirm.

A Little History Lesson

As part of his campaign to restore faith in the kets, President Franklin Roosevelt's administratiad
a series of laws enacted during 1940 and 194 Ire¢lgatated the securities markets. The Securitids an
Exchange Commission (SEC) was created and giveanl l[powvers. However, the SEC was encourag:
delegate many of their powers to industry Self Rating Organizations (SROSs).

As regulators, SROs fall far short of perfectioneTchickens have been entrusted to the foxes.
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NASD: The Name Says It All

The National Association of Securities Dealers (NASs the SRO entrusted to regulate broker-dealers
and dealers in the over-the-counter market (NASDAQ@)the name implies, the NASD is an association
of securities dealers. The majority of the memibate from the securities industry. Protecting the
interest of securities dealers is their primaryason. While token representation is required foestors,

in practice these minority members are remarkabtyetlap dogs.

Regulations enacted by the NASD must be approvatdd$EC, so there is constant pressure from
above. Reform continues, each year a little beftet, like any good industry or trade associatiome
reform is resisted with great enthusiasm. Whatxldor business is not always whab#st for investor:
However, theappearancef high integrity is of the utmost importance. @dance in the markets must
be maintained, or investors will refuse to play. &xforcement mechanism exists that occasionallgdol
out harsh punishment to the worst offenders. leneg at least, many elements of organized crime are
reputed to patrol their neighborhoods on the théloay street crime is bad for business. Some &esvi

are clearly beyond the pale. So a member who dreasclients, or embezzles from his firm, can ectpe
to be banished with great dispatch. However, ily greaas we have come to expect all the moral
sensitivity from the NASD that we find from the Arean Bar Association. Unfortunately, there are lot
of gray areas in the securities business.

We can boil down the important issues to threesangdh some overlap: cost, conflicts of interesig
disclosure.

Cost Creep

Given the enormous increase in assets under maeagemthe mutual fund industry, we should expect
to see a sharp reduction in expenses as a pereasftagsets under management. Yet expense raties ha
steadily increased. Consider the following: Assgtder management by fund companies now exceed
$2.7 trillion, an increase of 3,260 percent in #ang. Stock and Bond Mutual Fund Fees will exceed
$19.4 billion in 1995. Yet during the same timenfig average expense ratios have increased from .71
percent to .99 perceniMall Street JournalNovember 28, 1995, and Morningstar.)

There are some justifiable reasons for increasegpenses. New asset classes such as foreign,iegierg
market, and micro cap are more expensive and diffio trade. Consumers are demanding more and
more services from fund companies. And, funds ¢hegr to smaller investors will naturally have egh
expenses than funds with higher minimum investmétdash investor, no matter how large or small,
represents a fixed expense for mailings, prospesiuec.

But, given the economies of scale, and the eff@mesnintroduced by technology, there is just nausgc

for increases in expense ratios of that magnitude.

We turn to one of America's great philosophers,i@&etterman, to explain this mystifying cost creep
When he asks why a dog licks his privates, his anssv "Because he can!" Like the dog, mutual funds
have found that they can increase expenses. Imgdsiwe been remarkably docile when it comes to
accepting these cost increases. As long as théyoNibver for it, investors can expect more of thame.
They have nobody to blame but themselves. Theisumefocus on expense ratios, and reward funds and
families that reduce costs.

Mutual Funds Marketplaces

When Charles Schwab created the mutual fund mddcaetpinvestors and advisors flocked to embrace
the concep The convenience of being able to buy hundredarads with a single phone call, to recei
single consolidated statement, to have next ddesetnt, and to enjoy the safety of an exceptignall
strong custodian justified the nominal transacfees for many investors. The service was a runaway
sensation.

The patrticipating fund families received a markgtivindfall. Schwab became an unbeatable distributio
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network at no cost to the funds.

As custodian of the funds, Schwab was requiregsor@e many of the administrative chores that the
funds normally supported. It became Schwab's respitity to mail out prospectuses, semi-annual and
annual reports, proxy requests, and tax informatmmwab also provided accounting services for the
funds in their omnibus account for all the fundref@lders using the service.

The next step was equally brilliant. Schwab offeieedaive the transaction fee for fund families who
agreed to pay Schwab between 0.25 and 0.35 pgyeegear. The No Transaction Fee (NTF) service
was an even bigger hit with investors and fund i

Initially, Schwab promised that fund families wounldt be allowed to pass the fee on to investors. Th
funds were receiving a windfall in two dimensiofke distribution channel was more cost-effectivanth
anything else the no-load families had been abteterate for themselves. And, Schwab provided
meaningful custodial services that relieved thedfuaf the costly burden of doing it themselves. In
theory, no investors would ever pay a higher caisah NTF fund than if they purchased it directiyn
the fund.

Right out of the box, some fund families found waypass on the additional costs. Some created
entirely new classes of shares with the fees bunieither a generous management fee or a separate
12(b)-1 fee. Others have slowly increased theieasp ratios to compensate. In practice, all invesib
the NTF funds are having to pay for the servicetimiethey use it or not.

For Schwab, the service generates an incredibleftas, an annuity that can be expected to continue
forever. However, not withstanding the succesfiefdrogram in attracting assets, Schwab claimgatthat
is not yet horribly profitable. The NTF service matyract a high percentage of small accounts that
generate frequent trades -- the worst of all pdssuorlds for brokerage firms.

Schwab's fee to the fund families is a very higitpetage of many funds' total expense ratios. Fewa
including many index funds, the fee exceeds tha Btpense ratio. Many simply cannot afford to pay.
Those funds risk being denied shelf space (oraat lerime shelf space) at Schwab's store.

Of course, the success of the NTF program has sgghwamerous competitors. Fidelity, Jack White, and
other discount brokers have jumped on the bandwddowever, Schwab's fees to the funds have
become the industry standard. Due to the structitlee program, no competitor could pass on a lower
fee to investors even if they wanted to, and tiehétle to entice them in that direction.

The discount brokerage/NTF program is rapidly beogrthe investor's vehicle of choice. Today, no no-
load mutuatfund family can afford to ignore the programs. Utiioately, the NTF programs are a str
factor in cost creep. NTF funds have on averagees@ent higher expense ratios than other no-load
funds.

Have Your Cake While Eating It, Too

Smart investors can develop a strategy to have ¢hke and eat it, too. A knee-jerk decision to sy
NTF funds can be penny wise and pound foolishust fakes a few seconds to calculate the trade off
between the annual, embedded, hidden NTF fee, and-eime transaction fee. Investors will quickly
discover that they are often far better off paytimg transaction fee. In some cases (large purcheémss
can recover the transaction fee in less than a f@aiinstance, a $100,000 purchase might genabate
a $300 transaction fee, while an NTF fund might aogxcess of $350 per year in additional feeglms
the fund.

We have adopted a policy of placing the buy-andtitoke positions in index funds for their very low,
annual, expense ratios and low trading costs. Helefinitely makes sense to pay the transactien fe
Smaller positions in NTF funds are used as thelaabang mechanism for periodic small purchases for
clients making repeat deposits or to generatesarstiof income via redemption for our retirees. The
resulting blended portfolio has a very low, annergdense ratio, and almost never pays a transdeton
after the initial purchases.

The Role of Independent Directors

102



We might be tempted to wonder where the independiesttors are while these cost increases are being
rammed through to unsuspecting investors. By laehdund must retain independent outside directors
to represent the interests of investors. We woxfiket them to fight to the death for the rights of
shareholders. Recognizing that cost is the enentlyeoihvestor, our directors should resist incredse
their dying breath. In practice, mutual fund indeghent directors lack any discernible backbone, and
appear to be born with rubber stamps attacheceiolttile hands.

Directorships are one of the ultimate plums of Aigeer society. Presumably only leading citizens who
have "made their mark" are asked to serve. Boardbeeship immediately places you among the power
elite. In some ways it may be preferable to a setite U.S. Senate. Prestige and honor are great,
compensation is generally nominal, and servicetgenerally considered burdensome or overly taxing
In return for dispensing a little wisdom, directosually fly first-class, stay in five-star hotelsresorts,
and enjoy rubbing shoulders with other truly grneedple.

Only a hard-core cynic could suspect that thesatgreople could be influenced by a mere $10,000 to
$20,000 honorarium. But suppose a fund family apieoi this same great director to 20 or 30 separate
fund boards at once? Now we are talking about sserieus pocket money. Perhaps in this context even
a truly, truly great director might find a requést an increase in management fee within the resdlthe
reasonable.

Perhaps there is a kinder explanation. Somehouasiegfuded me.

| find it truly puzzling how outside directors onitdreds of fund boards can mindlessly approve the
imposition of new 12(b)-1 fees. These fees areegédyf legal. And funds with 12(b)-1 fees may didive
low to reasonable expense ratios. They allow fuadharge present investors so that the fund casugo
and attract other investors. It's easy to see htt@(la)-1 fee helps fund management. The extra eharg
allows them to go out and attract more investotsganerate even more fees. But it's impossible to
justify on behalf of existing investors. What pdie benefit could they accrue? Yet outside directors
supposedly represent existing investors.

The most charitable assessment possible on thefrolgtside directors would be that they have been
spectacularly ineffective in representing the shalders they are charged to protect. The watch dogs
little better than lap dogs.

While we may not applaud 12(b)-1 fees, and we nodyenjoy overall expense creep, at least thesesitem
are fully disclosed. The facts are right out thereall of us to see. We are free to avoid fundhwigh

fees, and if we don't, we have no cause to compldia fault is ours. There are many very low castf
and families from which to choose.

Deals Cut in the Dark

Other areas are inadequately disclosed, less unddrsand occupy a gray area. The NASDAQ (National
Association of Securities Dealers Automated Quota8ystem) market by its very nature encourages
grayness. The NASDAQ market is really a group @leles loosely tied together by a computer network.
As the name would suggest, the NASDAQ market isleggd by the NASD.

Dealers publish a bid and ask price for stockshicivthey make a market. Dealers buy at the bid and
sell at the ask price. The difference is knownhasspread. Spread represents profit to the d&gpeead,

of course, is also trading cost to the investor.

Spreads tend to be higher on small, seldomly tratiscks and bonds, and lower on larger, more
frequently traded issues. A number of academidesutave found that the spread on NASDAQ trades is
higher than would be the case if a stock with #ae size and volume were traded on a listed exehang
In theory, with a number of market makers for aktor bond, competition will force the spread to a
minimum. In practice, there appears to be littlehspressure on prices. Once a spread becomes edcept
if all the market makers hold the line, then altleém will have higher profits. It is not necesstmyall

of the market makers to get together in a smokedfloom for a loose conspiracy to emerge. Cases of
retribution, harassment, and abuse directed agaiadtet makers who cut the spread have been
extensively documented.

As you might expect, when these practices makeWak Street Journal, the NASD studies the problem.
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Predictably, swift and certain justice has not biésengeneral rule as dealers examine their own very
profitable business practices.

Soft Dollars

Back in the bad old days, before May Day, commissiwere fixed, and prices were bundled. All
brokerage firms were "full service." Because theas no price competition, brokerage houses competed
based on research and other services. Heavy tradéigarge accounts could supposedly count on
superior research and early warnings of pendingtsvén addition, a practice of reimbursing cliefais
other research that the clients carried on develapdependently. These payments to clients by
brokerage houses became known as "soft dollars."”

While commissions are now fully negotiable, thecpicee of soft dollars remains, and has been exghnde
Today, brokerage firms are reimbursing large ciemth computers, furniture, research, and other
goodies in return for high volume trading. The peof with this practice as it applies to mutual fsnd
investment advisors, or other fiduciaries, is 8@t dollars accrue to the investment manager,endnil
larger discount on commissions would accrue tdriiestors. One must suspect that the client investo
ends up with higher brokerage costs, and the maragea reduced incentive to minimize such costs.
Soft dollar practices are a clear conflict of ietgrfor investment managers, including mutual funds
Inadequate disclosure makes it impossible for itoredo properly assess the impact of costs om thei
portfolios. Invesors who believe that they are paying a managérrat to do research might be surpri

to find that the fund or manager is "double dipping

Paying for Order Flow

Closely related to the soft-dollar practice is payior order flow. Especially in the NASDAQ market,
large accounts or frequent investors can expechpats from brokerage houses for order flow. If
payment for order flow went to the investment acttpit would simply represent a discount on
commissions and benefit the investor. But thesengsys go directly to the manager.

This practice eliminates much of the incentiverf@nagers to search out and demand the best possible
execution. Again, lack of disclosure makes it difft or impossible for investors to accurately detiee

the impact on the portfolio. After October 2, 198t practice of payments for order flow must be
disclosed.

Often firms justify the practice as resulting ingeis no worse than the best quoted price. But this
argument is self-serving and simply doesn't holtewd-irst, why shouldn't the payment be credited t
the investment account? Next, in this cozy littlkaagement, where is the incentive for the investme
managers to Kill for the very best price and exeoubn behalf of their clients?

Lest you begin to believe that this is an occadiabarration rather than business as usual, cantide
case of Charles Schwab's attempt to end orderdtaheir fully owned markeatiaker subsidiary. Schw
announced an improved order system where not caliyd\Schwab check all market makers for the best
published prices, they would also do a thorougincheaf all standing but unexecuted orders for agnev
better price.

By making this extra effort, Schwab could guarartegers and sellers the very best possible pravas,
execute many trades inside the spread. In retunmigroved prices, Schwab proposed to end the ip&

of order flow payments made by their subsidiary.eWlschwab made their proposal in October, 1995 it
was greeted by wide praise in the media, and esegived favorable comment by the SEC.

It was not to be, however. Schwab was faced wileat revolt, and a threat of the loss of massive
business. They were forced to withdraw the propimsBlecember, 1995. Brokerage houses and
investment managers expressed their clear prefetercontinue to receive under-the-table kick-backs
rather than the best possible price for their téen

Directed Trades and Fee Sharing
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Large broker-dealers can exercise considerable poves the outside load mutual funds that they
distribute. In return for shelf space in their stahey routinely ask for and get a share of timel's
management fee, increased sales allowances, aragelqe fund families to kick in for other markegin
expenses. These expenses will be reflected irutindsf expense ratio. Of course, this practice tmutes
directly to cost creep. Of course, funds that Havweinternal expenses can least afford to pay, ddoe/
relatively disadvantaged in maintaining or estdiitig a sales network.

Broker-dealers or brokerage houses can requiretitaide mutual funds direct a portion of theidga
through the facilities of the broker-dealer. Anaaagement like this reduces the fund's ability tgatte
the very best possible execution or commissiorctira for their investors. Directed trade agreement
are not disclosed.

Funds that resist these tactics find their acaesalespeople reduced, their sales agreementssdad
or the commissions paid to the salespeople redlegde broker-dealers have begun to exercise their
power over distribution networks in rather brutaedt terms.

A few years ago, one of the nation's largest braleaiers requested increased sales allowancesaftom
the outside funds they did bness with. To their credit, American Funds refusegarticipate. Americe
Funds has very favorable expense ratios, excettanketing materials, a very fine reputation for
integrity, and solid performance.

The dispute broke out in public at the broker-desleational sales convention. American Funds, who
had contributed over $30,000 to be a sponsor ofdheention, was publicly identified as refusing to
support the economics of the broker-dealer, antetbto endure the convention president's requekeof
sales force to consider this refusal when recomimgrfdnds to their clients. In addition, the
commissions to the salespeople would be cut on EareiFunds products to compensate the broker-
dealer for American Fund's refusal to cooperate.

Henceforth, salespeople would be caught betweefineeputation and proven performance of
American Funds products and a direct cost to their pocketbooks. To their credit, the sales force
continues to recommend a high number of AmericardBuproducts. But few fund families have the
economic clout (and backbone) to stand up to théimker-dealers.

Preference Bidding

Where mutual funds or investment managers are iassdavith market makers, another interesting
possibility for undisclosed profit emerges. Fundhaigers can funnel trades to a related market maker
even where that market maker is not advertisind#st price. The associated market maker gets first
crack at all trade. If the market maker finds thaan accomplish a trade profitably at the bestighed
price, it can execute the trade. Under preferersainy, the associated market maker receives aptea
flow of profitable trades without even having tovadise the best price to the market.

Make no mistake about it. Making a market is a y@nofitable business. The associated market maker
can rack up profits several times greater thamthpagement fee of the fund or investment manager.
And the investor is never the wiser. The practafedirecting trades to associated market makers and
preference are not disclosed. Of course, the pgidiassociated market maker makes on the trades is
never disclosed. The additional cost is imposdibimeasure with any accuracy. We can say that
competition for best possible execution is not enaged under either practice.

Economic and Moral Implications

These types of practices are at best unsavory.eibil illegal, they are a violation of trust. Whath
investors pay commissions or fees, they have & rigéxpect that their representative, fund manager
investment advisor is acting wholly on their behalfiifortunately, today they would be foolish totlély
make that assumption. As we have seen, it is @distie to expect a self-regulatory organization to
vigorously champion the investor's cause.

Efficient markets are the central core of our ecopolntegrity of the markets is not a concern Gt ja
few pointy heads in academia. Efficient marketseiothe optimum distribution of goods and services
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and result in the maximum wealth creation for thire society. Few things are more important toéll
us.

In perfect markets, buyers and sellers both hawbheknowable facts available to them. Neither dwas
advantage. It follows that full disclosure is thmoeopriate standard.

As investors, we may have little interest in stagddn our soap boxes and pointing fingers. Leaving
aside a delicious sense of moral outrage, an irapbitsue remains. In the absence of full disclsur
when deals are cut in the dark, we are depriveteoéssary information on which to make our decssion
The result is higher costs, inefficient institutsoand less wealth creation for the entire society.

A Few Modest Proposals

It may not be possible to completely avoid all feraf abuse. But the investor is far from powerless.
Investors can and should agitate for regulatorgrref This course of action is slow but sure. Ourkets
are among the cleanest on earth. Each year thepva@and the progress is irreversible. Even SROs
must react to an outraged public. After all, it®d for their business. Remember also that thas is
election year. Your representative or senator lvélkespecially anxious to respond to your concémis.
stuff filters down. There is nothing like a calbim a representative's office to get the full, imratg and
undivided attention of even an entrenched bureaucra

Vote With Your Feet

While we wait for the regulators to discover ethiosestors still carry a very big stick. Neverdet,

Wall Street wants your money! Nothing gets throtmthem like a loss or gain in market share. Wall
Street has seen regulators come and go, and iarpcefo ride out a little negative publicity. But
movement of a few billion from high-cost funds émtcost funds like Vanguard will send a direct and
powerful message.

It's simple. Don't buy or hold funds with high erge ratios or high turnover. You can improve yoan:
bottom line while forcing reform. Do what is rigiatr you, what serves your own best interest, and Wa
Street will come around. Adopt the attitude thaiV8&reet is there to support you, not the othey wa
around. Reward friends, punish enemies. Demandrbatid they will supply it. This capitalism is fiye
neat stuff!

Sunlight: The Best Disinfectant

The next step takes slightly more effort. Inquib@at the business practices of your funds, managers
investment advisors. You have a perfect right tovkmvhat fiduciary standards they employ. After dk
your money! And it's their job to keep you happgniand full disclosure of their business practicgesd a
any potential conflicts of interest. You should egpthat they act in your best interest alone. pAtce
nothing less. Reward funds, advisors, and manageospractice good ethics. If not, punish them by
moving your funds. Each of you acting on your opusuing your own best interest, can enforce higher
standards on the institutions that serve you.

To make this inquiry as painless as possible, elspplied you with a sample letter. Copy it toryou
favorite word processor. Send it to the presidemiwestment managers of any mutual funds you own o
are considering. Email it to any fund family with\&eb site, and ask for a public response. Be guiged
their response, or lack of a response. Keep thiedmed et them know you are looking over their
shoulders (and let me know what kind of responsesgget).

Playing the Hand We Are Dealt
Not being much of a philosopher myself, | refusspieculate endlessly whether the glass isdmalfty or

half full. From my vantage point, the glass is mo#ill. We will leave the moralizing for someonkse.
As pragmatists and informed investors, we don'etthe luxury of withdrawing in a fit of moral self-
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righteousness. Rather, our task is to inform oueseand then choose the best from an amazing number
of great tools. That action is simultaneously tkestlfor us and the most effective agent for reform.

Coming Up

Having developed an asset allocation plan and pé&bicfund selection, we must now turn our attemtio
to important housekeeping details. Administrat®not the glamorous part of the process, butvitéd
to a solid long-term result. Left untended, youretally designed garden will slowly revert to weeds
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CHAFTER 19

Tending Your Garden

No gardener in his right mind expects to plant tirah walk away. Without reasonable maintenance) eve
the best gardens will slowly turn to weeds, or Bernun by bugs and critters. Your portfolio wilkal

need periodic tending in order to realize its maximpotential. This maintenance need not be burcee

in order to be effective, but it must be done veitime regularity. By now, you have examined your
financial situation, objectives, and risk toleran€eu have used this information to design an appate
asset allocation plan, and you have selected flordsach asset class.

Finding the Right Home

Your next step in executing your plarsilecting the custodian. Whether you are usingantial advisol
or going it alone, there are lots of good, econaboices. For our purposes, the two main canesiait
no-load mutual fund families and discount brokerageses. Another possiblaraidate is an independ:
trust company.

The first obvious consideration is to only useitnibns of impregnable financial solvency. You don
need the additional risk that some rinky-dink dittlutfit will go toes up on you. There are too mgngat
choices to use.

Keeping It Simple

If you are just starting out with your investmerdrp you can keep things simple by just using @meiliy

of no-load funds. Keeping things simple increasesprobability that you will actually do the
maintenance. If you are anything like me, as thggismore complex, there will be a greater tendeacy
put things off. Using one fund family will give yauany conveniences like telephone switching,
consolidated monthly statements, and an annuabtidated tax statement. For instance, Vanguard $und
have all the tools necessary to build a first-glg&sbally diversified, low-cost asset-allocatidarmpwithin
their family. They will even provide you with infioration showing you how to index just about the wehol
world's tradable economies. While personal prefegemay vary, | can't imagine a better startingoi
Whatever your decision, avoid funds with high tweig high expenses, high minimum investment
amounts, or annual account charges.

As your account grows, at some point you may wisheinture outside the walls of a single family of
funds. After all, even Vanguard doesn't have efang you might care to own. You may reach that poin
somewhere between $25,000 and $250,000, or evlaerhigou can still keep things simple by using the
facilities of one of the discount brokerage hougesFidelity, Jack White, or Charles Schwab. The
discount brokerages open up hundreds of fundstivgltonvenience of a single account. Of course, you
will have to pay nominal transaction charges fer lthw cost funds, but you will have access to entir
families of NTF funds that you can use as required.

You can avoid any initial purchase charges on exjdtinds you wish to keep in your portfolio by
transferring title to your discount brokerage aatoirhis process may take a few weeks while thestex
clears, but should result in considerable costngmvilt has the further advantage of keeping ydy fu
invested during the transfer process. And, a tearadfexisting funds will not result in any advetag
consequence, which a sale and re-purchase miggetriThe brokerage house will supply you with
transfer forms that will go a long way toward makthe whole process painless. Now that we havedfoun
a safe home for our assets, it's time to purchaséads.

Get a Grip
A few simple tools will make it easy to manage partfolio as we go along. First, build a simpleesut

sheet that assigns a percentage for each asseaddg$und in your asset allocation plan. You warikie
able to plug in the total value of the account hade the spread sheet calculate both the desisetl @das
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and individual fund values for you. But, for nowe wvill just use it to place our initial orders.

Place your orders and wait for the confirmationartove. When they roll in, check them against your
orders and keep them for your records. You sholghl r@ceive a prospectus for each fund you purchase
Normal humans do not find this exciting reading, yau should make the effort. (Actually, you should
have read it before you purchased.)

As a minimum, always check and save all of youfficorations and monthly statements. Once a year
should get a consolidated tax statement. It godsowi saying that you will wish to keep the tax
statement. Don't be too surprised if the firstgeatement isn't followed by a letter from your edge
apologizing for an error that they claim not to @deen able to anticipate. (Sometimes they wilngla
unspecified computer problems.) This letter wilbgly be followed by a corrected statement. | haven
seen the process repeated. With all the hundrefidmd$é reporting tax information to the brokerage
houses, it would be unusual if someplace alondinkesome human didn't make a mistake. If you lage t
kind who files his taxes on January 2, you willdfithis annoying, if you are like me you will jugtd it
amusing. Relax, it always gets sorted out.

Take a Break

You have accomplished a lot. Mellow out for a whi¥@u have done the very best you can, and now you
will have to rely on the market forces to do whwyt have always done. Unless history abruptly sager
itself, your superior portfolio will deliver veryasisfying results over the long haul. Many of yoll find
this a very hard step indeed. Resist the temptatidimker endlessly, and to second guess yourfeth
off Wall Street Week, cancel your subscription torddy Magazine, and refuse to be sucked into
predictions of interest rate changes or marketections. Spend that time you would have wasted by
taking someone you love to the beach or readimgat gpook. Get a life!

Not more than once a quarter, but not less thae an@ar, you should take time to evaluate your
progress. The evaluation does not have to be congplburdensome, but will involve several distinct
steps.

Being normal and human, you will first zero rightan the bottom line. You would be a very strangje c
indeed if you were not interested in whether yowenar lost money. However, this is not important
information. We know in advance that about 30 tgéfrent of the quarters or years we evaluate, an
equity portfolio might have lost money. The sucaasfilure of our plan does not depend on any
particular year or quarter. Bute will allow ourselves a brief distracting momémfeel either good or bz
depending on the bottom line, and then move ohdarhportant part.

As a first step, pull out the spread sheet youttoowd, and plug in your new capital value. Segiir
assets still are close to the asset allocation dfaabt, it may be time to reallocate back to ygoal.
Reallocation accomplishes two objectives. Firdtegps our original risk profile. We know that oaer
long period of time, some of our assets will grastér than others. If we did nothing, then the afix
assets would change after a while. When the mirgbs, the risk changes. The resulting portfolid wil
neither be optimum, nor within our risk tolerance.

The second big thing that reallocation does fasue force us to sell high and buy low. Dependinghe
mix of assets we hold, a periodic reallocation dadd as much as 1 to 2 percent to our annual geera
performance. In the portfolios illustrated in Chapl3, the average benefit was about three-quanters
one percent. While we are not going to attempint@ tmarkets, it makes intuitive sense that last'yea
fastest growing market segment is not likely tonbgt year's. Last year's dog will not be a dogvere
either. So, the discipline of reallocation will geally add value to a portfolio. Remember, of ceuthat
nothing is going to work every year, but that tfaistic has proven itself consistently over the lbagl.
Like everything else, there are tradeoffs. Reatiocamay involve a transaction cost, and/or a w@st.clf
you are using a mix of no-transaction fee funds discount brokerage house, or trading within glsin
family of funds at a fund family, you may avoidrartsaction cost. And, if your account is an IRAotirer
"qualified” plan, you do not need to be concerndth vaxes.

How often should you rebalance? Most studies wonddtate that about once a year is optimum. Another
approach that may make sense is to rebalance lifagset allocation gets some pre-determined amount
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off, such as 2 to 5%.
Build Your Own Benchmark

The next step in performance monitoring is to byddr asset allocation plan portfolio using onlgienes
This is your real base line for comparison. It wdllp you to understand the total performance ef th
portfolio and put it in perspective. It's not enbug know whether you made or lost money, or evam h
much you made or lost, to evaluate your performaelzive to your strategy.

The final step to effectively monitor your perfomea is to compare each fund to its appropriatexioe
see if it is performing according to expectatidhgot, there may be valid reasons. For instance,
international funds that over-weighted Japan hacetgerformance than the EAFE (Morgan Stanley
Europe, Australia, Far East) index for the lasesalyears. You may find that a valid position gpin
forward, and not be too concerned about past padnce relative to the index.

Avoid Endless Tinkering

Given what we know about the efficiency of markétg, burden of proof on managers that they can
actually add value is becoming very heavy. You matywish to subsidize poor performance for verygl

in the hopes that the manager can pull it out. mthese performance reviews we must vigorousigtres
the temptation to replace a disappointing fund Wagt quarter's hero. Endless tinkering is unlikely
improve performance, and chasing last period'tastethiever is a proven losing strategy. If yolidwe
(against the mounting evidence) that managemenaddivalue, you must give your selected manager a
little slack and time for his strategy to pay @f course, if you invest in an index fund, your cem

about not producing very close to the index shbglaninimal. My preferred solution to disappointing
management performance has been to replace théningéx funds, rather than try to pick another hero
Picking next year's heroes has turned out to lae ®figher problem than | ever could have imagined.

The Big Picture

For the most part, fund evaluation and performanoaitoring are tactical in nature. At some point we
must step back and look at the "big picture."” Hdteroshould we evaluate strategy?

Of course, we all understand that we should examimestrategy if any event in our lives changes our
financial situation, objectives, time horizon, m@krtolerance.

Barring any life-event-driven change, there areydwib times to change the asset allocation plaerf§v
once in a while new fundamental research showswesyao build better portfolios. For instance, jast
few years ago, the Fama-French study and the fallpwesearch pointed out the superior results that
could be obtained by pursuing a small company ahgevstrategy. This information was fundamental and
important enough to justify a total redesign ofséixig portfolios. But insights like this don't coraeng
every week.

We don't want to be reacting to every half-bakexbtii that comes along. As a rule of thumb, | expect
encounter at least two half-baked, brain-dead the@ach week. Money Magazine has no trouble
generating four or more per issue. So it's impati@atry to distinguish between proven, tested,
fundamental, academic, or industry research, atadl BS (A highly technical economic term beyond the
scope of this book. Ask your parents to explato you.). None of us needs to be the first to triyanew
idea. Let others blaze the way. Remember, it takesg time to make up for a dumb mistake. Prudent
investors should stick to well proven, well trodgeths. Investing should be rewarding, not exciting
While the mutual fund industry cranked out over0D,Biew funds alone last year, few new and different
opportunities were offered to investors. Most fuads virtual clones of other existing funds. Fatamce,
emerging market funds begin to look pretty muchstame. With only minor variations, they investhe t
same markets, countries, industries, and stockst Btaerging countries boast a cement and powet, plan
telephone company, and several breweries. | hatdrck of the number of emerging market funds tha
hold Siam Cement. A new emerging market fund istrilosly not going to add a strong diversification
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effect to an existing portfolio.

Thailand, Malaysia, Sing@re, Hong Kong, Brazil, Mexico, and Argentina @&l represented. Howev:
opportunities in India, Pakistan, Hungary, RusB@aand, Turkey, South Africa, and Jordan are slim
pickings. All other things being equal, a fund thahcentrated investments in a few of these smadles-
developed countries might offer a strong diveraiimn effect. So when they become generally avigjab
an investor might want to consider carving out gipo of his existing emerging market portfolionwke
room for the new offering.

In a like manner, many funds that claim to invessmall companies have holdings of rather large. $p
if a new microeap fund were to appear, an investor might seyowaht to investigate whether it deser
a portion of the small cap allocation.

Carving out a portion of an existing allocatiomtake room for a new market or a new approach to a
market segment to increase diversification is augonary approach. We haven't made a fundamental
change to the plan, but we do expect to pick uggasurable benefit in either risk or return at todfplio
level. Investors will want to keep an eye out femmapproaches that offer these possibilities. Again
normal prudence and due diligence must be exerdéea isn't necessarily better, and every fund khou
earn the right to its slot in your asset allocatpam.

Less is More

Good asset management practices are strategiovahdienary, not stagnant. You must keep your long-
term goals and objectives firmly in mind while aliag yourself the flexibility to evolve as new reseh
provides better solutions to the risk managemestllpm, or new market opportunities present
themselves. Discipline is the key to success fogiterm investors. They must not fall into the todp
mareging their holdings by newspaper headline, souted bmindless prediction, gut feelings, or laste
period results.

A successful investment strategy for the twentgtfientury is a lot like gardening. Both requiréigrece,
discipline, and faith. Periodic reviews should lbmmxed as an opportunity for fine tuning and occaaio
modest course corrections, not radical revisionssewbnd guessing.

Coming Up

Retirement and education funding are the two maistnaon investor concerns. In the next chapter, we
will expand on specific tactics to meet these needs
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CHAFPTER =20

Education and Retirement: Ouch!
Education: A Closer Look

The vast majority of investors | work with hatweo primary concerns: retirement or college edwecetor
their children. They have every right to be coneertrBoth will require startling amounts of resowstce
And neither is likely to receive increased governtrassistance in the foreseeable future. Indivelaet
on notice that they are going to be on their owprtavide for both.

As an in-state student in 1962, my first semesteit®n at the University of Virginia was $214. Oof-
state students paid about twice that. | was neblerta conspire to spend more than $2,200 for &éineen
year's expenses including books, car, insuransg rgat, food, clothes, and pocket money. Moshaf t
could be earned at a good summer job.

Those days are gone forever. Education expenses fuaover a gneration, inflated more than twice
rate of the economy as a whole. Working your wagugh school isn't possible for most college kids.
The available jobs just don't pay anything closertough. Only a few fortunate families can affard t
fund college expenses from their current incomenyaoomers and yuppies failed to provide an
education fund for their children. So today, mamadgates start life with debts in the $60,000 to
$100,000 range.

While education may be expensive, ignorance isinkdlble; education isn't optional. In the twentysfi
century, the fault line between rich and poor Wwél determined by schooling. And all degrees are not
created equal. Anyone who thinks a local commuealiege degree is worth the same as Harvard's is
deluding themselves.

Software is available from many mutual-fund compano assist parents to estimate the future cost of
college. The packages | have seen have a databaseent college costs listed by the type of tusitbn,
and information on past inflation factors. Plugginghe child's current age will then generatetalto
estimated future expense. Once we know that, arrdrduinvestments allocated to meet the college
expense, it's a small step to back off and detegrtia amount that must be invested each year tb mee
the education goal. For instance, the excellentd&euTuition Builder (TM) has cost data on just @tbo
every school in the country for tuition, room, éwhrd. You can plug in your own assumptions for jus
about everything. Call 800-225-2470 ext. 7223.

These packages are great tools to estimate the cdnapssibilities. However, they are all very sewes

to assumptions on future inflation and investmaitgs of return. So, use a little discretion whergging
in those factors. Otherwise, the numbers can g#teastrange.

Time Horizons and Taxes

The college funding problem is compounded by twatdiss: time horizon and taxes. Time horizon may
be a very important factor in setting our investtr@slicy for education. Assuming we begin to fuhd t
day of birth, we only have 17 or 18 years untilmeed our first big checks. And then we need bigkée
very regularly for an additional four years at ted$at's the best case scenario. We have already
discussed in Chapter 10, Fun with Numbers, thevdvelming advantage that starting early has when
investing for any financial goal. Education is n@eption.

Often young families feel they cannot afford to ibezpllege funding at birth. Delay, of course,
compounds the problem.

Given what we know about variability of market mets, as the time horizon shortens up, it's not
comfortable to maintain a fully invested equity halfo. We are going to have to come up with bigks
on a very tight schedule. Sometime about five yeatsrom our goal we will need to look hard at
reducing the risk in the portfolio. After all, wenlt want little Suzy to miss Harvard because tlaeket
went into a funk when she was 16. So, any familjpwimited resources may wish to begin moving
assets from equity to short-term bonds or CDs.cfdise, if you are really well off, you may notdme
concerned with short-term market conditions. Riebgle always have more options.)
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For most parents, even those that are very conblerteith market risk, at best there may be only a
thirteen-year window to invest in an all-equity tholio.

Taxes add another wrinkle to the investment-pdliegision. Many parents' careers are just hittiegy th
stride as the college years approach, so they bftdrihemselves in a high tax bracket. It's anngyo
have to pay taxes on the investment earnings af gloild's college fund. This sets up a situatiorereh
many "bright" financial planners propose cures wdhan the disease.

UGMA, Potentially Ugly!

The first knee-jerk proposal often advocated i$ theam and dad transfer the college funds to a Wwmifo
Gift To Minors Account (UGMA) for the child. Hardlg week goes by without seeing this written up
miracle tax cure by some member of the popularsprBEse advantage of a UGMA account is that
earnings on the investment account may be taxdekathild's lower tax rate. However, most of the
income will be added back into the parents taxketantil the child turns 14. (In 1995, if the chib
under 14, unearned income over $1,300 is taxduegtdrents' highest tax rate. The child may use the
standard deduction of $650.)

Any gift to the child of over $10,000 in propertyany year ($20,000 if both parents agree to gjti)
must be declared and a gift-tax return filed. Gifegr this limit may consume some of the parents’
uniform credit for gift and estate tax. You may hke this result.

The real problem with this solution, and the paftlem understood by parents is that when a UGMA is
set up, an irrevocable gift is made to the minaldci he parent becomes the custodian of the shild’
funds. The parents cannot take the money backafoity emergencies without incurring ordinary
taxable income on the entire amount reclaimed!ayotke least, a UGMA lacks the flexibility that rhtg
prove useful in an uncertain world.

Worse yet, the child must obtain control over there amount without restrictions of any kind oe th
day he/she reaches majority. (This age varies 8tate to state.) To put it as nicely as | can, some
children may not be ready for that type of respaitigy at that early age. Wisdom doesn't alwaysvarr
exactly at the age of majority. Not every chilc¢alege material, or will decide to use the funaisthe
intended purpose. Young people can occasionallyllie unpredictable. More than one college fund
has turned into a sports car or drug supply whiepgarents watched helplessly! This unintendedtresu
wiped out years of effort and sacrifice by pareitis seems like a perfect case of the tax tailgiay
the dog.

Compliance with this section of the tax code ispaffect. For a long time, banks and brokerages
routinely allowed parents to cash out UGMA accouNtswv, most are reluctant to participate in a tax
fraud by turning over UGMA assets to parents. TWwalyusually insist that checks are drawn in fawbr
the child. This has created more than one stidkyagon where opinions between generations differed
Finally, the presence of a UGMA account asset ncayadly prevent the child from obtaining financial
assistance or loans where he/she may otherwisdygWahile a UGMA might work for your family,
consider it carefully before taking the plunge.itdd tax saving may not be worth it.

Annuities for College Funding? Not!

Another inappropriate solution to the tax problanthie use of an annuity. Under today's law, wittvdis
suffer ordinary income tax, and a 10 percent pgnialhe owner is under age 59 and a half. Mosepty
will be younger than this during the child's cobegears. | find it hard to imagine that the taxedll
value of an annuity could overcome the additiomst ©f the annuity shell, ordinary income tax
treatment, and a 10 percent penalty in any reasetiaie frame associated with college funding. jn m
humble opinion (readers may by now have guessed ti@ve very few humble opinions), only
ignorance or greed could account for the prevalef@anuity recommendations as a college-funding
vehicle.

As this is written, the Congress is consideringesavamendments to the tax code. Some of thesediacl
expanded IRA-type investment vehicles that woullovalvithdrawal without penalty for college
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expenses. Until and unless this type of legislasgpassed, perfect solutions may not be available.
In the Meantime

Most families find college expense to be a high mmaing target. The best you may be able to deais
early, and invest for high rates of return espgci@iring the early years. As college approaches, y
may wish to consider reducing the risk in the podiaf

Consider this tactic to control taxes: invest iddr growth funds to avoid high dividends and capita
gains problems caused by portfolio turnover. Wihnenahildren enter college, make gifts to them ef th
shares of the funds. The children can redeem thestand pay the capital-gains tax at their lowats. r
They will assume your basis for computing the amain, but whatever dividends and capital gams y
have collected along the way will reduce their dusis.

I'll be the first to admit that this isn't an idesallution. But, it does control taxes to a toleedBlel, and
keeps the funds under your control. The funds eadable for emergencies. And, if your child decde
not to utilize the funds for their intended purpogau can just use the accumulation to enhance your
retirement. (I have very few clients who feel tttegy have too much money at retirement time.)

Retirement Planning: Endgame Strategy

Few subjects provoke as much emotional stressedatir stages of retirement planning. Our jobs and
money both become part of our self-image. Suddeotly seem at risk.

Up until retirement, new checks usually arrive wgtieat regularity. Most will be consumeditle savec
for that far-off day. There is always time to malgefor an occasional bad investment decision.

One day the nature of the entire game changesurably. Retirees know that they won't have any
chance to make up for poor investment decisionsat@iter they have accumulated is going to have to
last forever! In one sense, time has run out. btlar sense, time seems to stretch out without.lifhie
natural inclination is to stop taking any risk it a

But, there is a strange paradox at work. The avémteoffers the highest probability of achieviogd-
term financial goals is not the one with the lowresit! Cavalier self-confidence can quickly deteasie
into morbid concern as potential retirees pond&thén can | retire, how much is enough, how do | enak
it last?"

The Spendthrifts

The conflicts and stress inherent in the retirenpeablem can lead to several dysfunctional respgonse
One group goes into severe denial. They refusdnatdo themselves that anything has changed,atr th
there is any requirement for them to change angttvfeany members of this group have built-in
lifestyles that their resources can no longer stpRather than face up squarely to the new redhigy
continue spending until their assets are all, bstantially all, gone.

Individuals that have not accumulated sufficiersieds prior to retirement or individuals that haae h
their careers involuntarily shortened by healthopgms, corporate downsizing, or other misfortune,
occasionally fall prey to this syndrome. The resgHln be tragic.

Another group who finds their assets insufficientrteet their perceived needs will take on excegsske
in an attempt to maintain their lifestyles. Thisgp can fall victim to fraud as they chase reguksa

little too good to be true. At best they leave teelwes too little room for market disappointmeni a
their financial existence is always in mortal pefilsmall downturn can wipe them out.

Some of this group will shop financial advisorsilthiey find one that promises them a rate of retinat
meets their needs. | had one tell me that he hatfigured out. He could get by if he could jusake 14
percent. The strong implication was that the fadisor to assure him of this result would get his
business. The whole approach screams: "Lie to atgy!bl don't know what became of him after he left
my office. | do know that the word budget wasn'his vocabulary, and wasn't a concept he would
consider.
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The Hoarders

At the other end of the spectrum are retirees vefiase to spend anything. They are so concerned abou
rainy day that they would live like paupers rattiem withdraw reasonable amounts from their neg$.eg
A few years ago, all retirement plans were paidasubne form of annuity or another. Retirees krieat t
each month they were going to get another chebtbgsas they lived. So they cheerfully spent each
check and enjoyed it. They had no responsibilitytiie investment results, and little concern far th
management of the funds.

An unfortunate side effect of the lump-sum payout EBRA-rollover concept is that it shoves
responsibility for investment management upon &tiege. Many retirees have no concept of what to
expect from the markets or how much might be reasienfor them to withdraw without imperiling their
long-term plan. So, some retirees respond by nedusi spend any of their gains. What should be a
reasonably carefree golden age turns into a canstamy. At least psychologically, these people Vdou
have been far better off had they opted for a égiannuity payout.

Building Your Own Variable Annuity

Retirees can rather easily construct a "mock” eiannuity for themselves. We have already exatnine
one possible program using a 70/30 mix of equéies short-term bonds and a 6-percent annual
withdrawal of available capital. In practice thiglwery closely resemble a commercial variable @tyn
used to fund retiree benefits.

There is nothing magic about the 70/30 mix. | gegtl to myself that | know that for the next fiveays |
want to withdraw 6 percent a year or a total op8€cent. Five years is a very short-term time loorid
know that the market can get a little flaky in #hert term. | don't want to have to sell any of egyities
at a time when they might be depressed to finarkce®@n income need.

If I could set aside enough to finance at least figars of income need, then | wouldn't be as coede
about short-term market fluctuations with the bataof my funds. | have time for the market to gtk
on track. On the other hand, if | don't have enosgftaside, and | have a large income need, them |
the risk that | may invade my principal to the gairhnere it will never recover.

An investor with a larger income need, or who hamaller risk tolerance, may want to set aside more
perhaps the 60/40 percent portfolio we developelteeaor even more in short-term bonds. Howewer, i
the investor sets aside too much, she runs ah&kher portfolio will not keep up with inflatioMost
retirees will need growth of income and capital anidineed to balance the risks.

| assumed that the investor would re-balance th#gho so that in good years he would replenish hi
hoard of short-term bonds, aimdbad years he would draw it down. This idea isntirely new. A simila
technique was used by Pharaoh about 3,000 yeamsidtgsome notable success.

One great thing about this strategy is that wmtme and capital will vary from year to year, the
investor runs no risk of zeroing out the accouhie @raw down decreases as the capital decreaseg dur
bad years, so in effect it self-corrects.

How the Rich Do It

This is not the only possible exit strategy. If yame fortunate enough to be very well off, you nigh
consider withdrawing only your stock dividends. idends tend to be very resistant to decreasesdn ba
times. Most companies are very reluctant to de@dat&idend unless they can continue it througbkthi
and thin. Cutting a dividend sends a very negativet embarrassing message to the world at large.
Companies hate to do it.

So, a diversified portfolio of dividend-paying etyustocks has a remarkably stable income potential.
This income is far more stable than income frorhezitCDs or bonds and usually shows good increases
over time. Of course, dividends are usually lessithond yields, at least to start. And, capitaligadill
fluctuate more than either CDs or bonds.
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America'’s old line blue bloods have done very Wglliving off dividends, and letting the capitadie.
Dividend stocks usually have a high book-to-markéb (value), and as a class perform quite nicely
compared to growth stocks. That is to say thadéind stocks have high total return for the level of
volatility you must endure. Because you are gomgend the income anyway, income taxes should not
be a particular concern. You can let the capitaiggeun free if you don't sell your portfolio andwwill
never have to pay a capital-gains tax. Your heilisreceive a step up in basis at your death, sg th

won't have to pay a capital-gains tax either.

The Nightmare

It is not appropriate to withdraw a high fixed ambtrom a variable portfolio. Doing so will prevettie
self-correcting mechanism from compensating for mowarkets. This can lead to a self-liquidating
portfolio. Let's look at how both strategies migletform during a very bad market.

My personal nightmare, the thing that keeps meigbts worrying, is the experience of 1973-1974.
During this time, most growth and balanced mutuatis declined around 50 percent. This is an
extraordinarily rare market event, hopefully a onca lifetime event. No one enjoyed it, but some
strategies performed much better than others.

Investors who were withdrawing a percentage oflalibe capital saw a drop in income and capital of
over 50 percent. You can be sure that this causme $iardship and anguish. However, in the following
bull market both recovered. The decreased withdsaalbbwed the capital to bounce back. The self-
correcting mechanism worked. Today those investondd be rich.

An investor withdrawing a level 8 percent of harshg capital would have seen her capital cutah h
by the market, and seen a further hit of 16 percaused by her two annual withdrawals. Her dollar a
the end of 1972 is now 34 cents. There is no plessiby that 34 cents can support an 8 cent withdraw
in the following years. Every growth or balancedtoal fund in the then available universe would have
self-liquidated.

At its most fundamental level, the biggest threahe retiree's nest egg is not capital fluctuaiiotine
stock market, but unrealistic assumptions and wativdls too high to be supported. The worst longzter
mistake is to invest too conservatively and withdtao aggressively.

Toward a Comfortable Withdrawal Plan

So, how much is safe in the long run? If we arengdo err, let's do it on the conservative side.the
60/40 equity/short-term bond portfolio we devisedier, |feel pretty comfortable with a 10 percent t
return assumption over the long haul. With a 6 @etrevithdrawal program, we have an average of 4
percent to reinvest to hedge inflation and growitehfdf we do better, and we certainly hope wel wile
will just have to deal with the problem of havirmgptmuch income in our old age.

If we use a 6 percent withdrawal program, as astitaumb, for every $6,000 of necessary annual
income, you must have $100,000 of capital to supgmr. Of course, you nsti adjust your income nee
for other fixed income sources like pensions aralassecurity.

Vanguard has an excellent and very inexpensiveereént planning program that will help you estimate
your future needs. | was amazed at how much poweuld buy in a computer program for just $17. |
highly recommend it.

The Health-Care Menace

ONE ADDITIONAL RISK the middle class should takeryeseriously is the threat of long-term health-
care expenses. The very rich can afford to selirensand the poor will have Medicaid, but those in-
between can have their entire life's work wipedluhursing-home expenses. The odds are
uncomfortably high that one member of a couple mekd long-term care, and few Americans can easily
support an unexpected $30,000 to $40,000 a yeansrgfor very long. Long-term, healthre insuranc
may be a very viable solution to the problem. AtMeast it merits a close look.
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There are also non-financial concerns that maysiegs important as investment decisions. Maimgini
a positive self-image distinct from the careerrisc@l. Finding meaning and value may take on aimeen
new dimension as retirees wonder, "What am | gtondp now?" Endless golf may not turn out to be all
it was cracked up to be. Retirees need to devedsjiiye outside interests, nurture their suppoougs,
and take care of their health. These problemsitak lbut beyond the scope of this book.

Coming Up

How can investors conspire to so consistently éogame that is strongly rigged in their favor? On
average, individual investors get such miseralilems that it threatens our belief in the efficiamdrket
theory. If markets are efficient, how do we do sonty? It really shouldn't be possible. What eksati
work here? Next chapter we will look deep in tharhef average investors to see why they fail serof
to meet their goals. It turns out that few of us as rational as we like to think. For investoedf-s
defeating behavior may be the biggest risk of all.
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CHAFTER =1

Investor, Heal Thvyself

Early in my flying career, | discovered that succesfailure, life or death, heavily depended aisting

the overwhelming urge to do something incrediblypgt. When things began to go wrong, the temptation
to take shortcuts or abandon carefully thoughtppatedures mounted. Stress led to mistakes, vihde i
the avoidance of mistakes that leads to a longhapgy life. In other words, | quickly learned tinay

own behavior could be a primary threat to my loriyev

Preventing yourself from doing the wrong thing jtestelieve the stress of the moment is a key to
survival. More than one pilot has feathered thengrprop, blown the wrong fire bottle or shut dowe t
wrong engine by jumping into a problem before he tarefully thought it through. Mistakes like tlrain
quickly ruin your whole day.

The Air Force has recognized that under stresstspierform hasty, ill thought out actions leading
directly to disaster. For this reason, milliongdoflars and thousands of hours of training timeaanged a
helping pilots establish disciplined, rational dogical thought processes for when the pucker fatses.
The primary emergency procedure which every crewmbe in the Strategic Air Command has to recite
during oral exams is, "Stop-think-collect your witg other words, get a grip!

Pilots command incredibly complex machines in ttee#ag environments. Yet few accidents are caused
by aircraft or system failure alone. Inapproprigilet action, or pilot error, remains a leading sawof
aviation accidents.

Investors, like pilots, operate in a complex enwvinent. The environment occasionally produces masnent
of stress but basically the environment is friendliike in aviation, in the field of finance the prary

cause of investor failure is their own behavior!riyiaf them are their own worst enemy. To put itribly,
they haven't yet learned to resist the overwhelmigg to do stupid things with their money! Investo

like pilots, can benefit from disciplined, rationahd logical thought processes when the puckéoifac
rises.

What's Going On Here?

An examination of investor returns provides sonagtlitg and depressing insight. Investors don'neve
come close to market returns. How can this be?alkets are efficient, then most investors shoulccha
very close to market returns. It should be verfidift for investors to screw up in a game so siiftgn
rigged in their favor.

| have often stated that the value of the avertmek 9roker's advice is worth far less than zette Targe
brokerage houses are understandably concernethih@erception should not spread. Brokers, of seur
would like investors to believe that their advidela value. A recent study by Dalbar Financial S&Eyj
Inc., supports both positions! The repdi®93 Quantitative Analysis of Investor Behaydivided mutual
fund investors into either "sales-force advised"rmm-advised.” The study then examined the inveatm
results for both equity and bond funds for a tearyeeriod (January 1984 to September 1993).

In equities, the sales-force advised clients lednt-load do-it-yourselfers by a wide margin. Aads
clients had a total return of 90.21 percent while do-it-yourselfers got only 70.23 percent. Dalbar
observes, "The advantage is directly traceablerigdr retention periods and reduced reaction togds
in market conditions." We could impute that sag@@efrom the brokerage forces led to sharply
improved returns.

This stunning victory for the brokerage force paldgen we notice that the market as measured b$ #
P 500 returned 293 percent! Dalbar continues: "ifigath mutual funds reduces investment returns. The
'‘buy and hold' strategy outperforms the averagestor by more than three to one after ten years."
Investor returns in both equity and bond categatiee directly related to hold time. Longer holds
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equaled higher returns.

Friends, this is not a question of slightly subkmail performance. This is a total disaster! How are
Americans going to educate their children, retireomfort, or meet any other reasonable finanmalg
when the average total performance of their eqoitgstments falls shoof thirty percent of the market'
Incidentally, during the study period inflation e043.12 percent so the average American equitystove
had very little to show for his ten years in therked And investors racked up this dismal resutirdy
one of the ten best years the market has ever giselRor all the reasons we have previously exgdlore
Americans can simply not afford this dreadful parfance.

Investors in bond funds did no better comparedhédoiond market indexes. Their interest rate priedist
and market timing served them just as poorly.

In order to appreciate the full magnitude of thisadter, it is important to understand that theuid not
consider the larger question of whether investaghoto be in bonds, stocks, or cash. It only aterad
the results investors got relative to the broacegammarket in which they committed funds.
Presumably many investors in cash or bonds oudghdvte been in equities, and as a result far
underperformed their actual needs. Available ewidesuggests that many Americans are reluctant to
assume even reasonable risks necessary to meanabésfinancial goals. Systematically investinghe
wrong markets and then seriously underperformingeéhmarkets is a sure-fire recipe for catastrophe.

Investors Do the Strangest Things

Another section of the study traces month by mowthcash flows by equity mutual funds against the
returns of the S & P 500. The pattern leaps offpage at you; market goes up, investors pour momey
market goes down, investors take money out. Cldmsidigh and sell low! The process is repeated ove
and over and over with mind numbing regularity.dstors simply could not restrain themselves from
churning their own accounts. Folks, if you haveoticed yet, this is not the way to make money!
During the study, investors displayed an amazinlifyatp market time in reverse, as they floundeasxdi
flip-flopped without any apparent strategy. Howe\ke worse an investor's returns were as a reshls
inept market timing attempts, the more likely theastor was to blame the funds rather than himself!
Dalbar concludes: "The more an investor buys atigl &mds, the lower the potential return.” Overall
"Investors should focus less on buying the riginidfor funds, and more on modifying their own
behavior."

After twenty-three years of watching investors ke strangest things, | can add a hearty, "Amen."
Mutual fund performance itself cannot be blamedfigs awful result. The funds may be expected to tu
in a performance slightly less than the indexesbse of their fees, trading expenses and requiretmen
keep some cash liquid for normal redemptions. Betaverage fund performs where we would expect,
about two percent below the broad market indexes.

There is a huge discrepancy between the fund'srand the return of the average investor in that f
At a meeting | attended just a few years ago, Ragtech, retired manager of Fidelity's Magellan Fund
disclosed that a shocking pentage of his fund's investors actually lost mbiNow, no fund in the entii
history of the universe has been more successul Magellan. However, Magellan has been volatite,
the swings have alternately attracted investorstla@a frightened them off - just at the wrong tiiiEse
only thing Magellan (or most equity fund) investoeeded to do to achieve truly great returns wststqu
stay invested. But, a surprising number of therhgosldn't make themselves do the right thing.
Investor behavior is so perverse and investor metao dismal that a whole branch of economics is
devoted to trying to find out what makes investark. One recent study of investors found that radter
what they tell you about thinking long term, mastastors' perceptions and expectations are heavily
influenced by their experience of the last eleved amonths. If the markets have been doing pofanly
the previous year, investors begin to believe ttnay will continue to do poorly forever. They bedin
sell. If they have been doing well, investors beeauaphoric and begin to believe "that this tims it
different.” The higher the market price goes, thererthey want to buy. You needn't be a rocket s$isien
to see how this leads to self-defeating behavior.
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What Have Investors Learned?

We must wonder if investors have learned anythiamftheir dismal experiences. The answer appears to
be a resounding NO.

The average investor has not the foggiest notiahghe even has a problem so she is several lepg st
away from starting to think about it. Survey aftarvey finds widespread misunderstandings of elven t
most basic financial concepts. Even investors vate themselves as highly sophisticated have trouble
distinguishing between stocks, bonds, CDs, and ahfitnnds when asked very simple questions.

My personal experience confirms the survey resuttan't remember ever encountering a potentiahtli
that had any idea what his actual investment egpee had been or how his experience had compared to
any broad market index. Not one of my professi@nddusiness owner clients could guess within ten
percent of what his portfolio rate of return wakave never had a client who has been able toibdedus
investment strategy. Most appear to have investatkssly in scatter-shot fashion, hoping that sdvimegt
will work for them.

Another root cause of poor investor performanceltdelusion about risk tolerance. Hundreds of
psychologists have tried to design questionnao@edt out investors' real risk tolerance. Unfodiaty,
we don't often get the correct information unte tharket declines. Then we find out what the inmest
really meant.

For instance, when investment advisors ask a patemtestor about risk tolerance, the answer isrof
misleading. If asked if he could endure a teneéft, or twenty percent decline in asset value Heoften
answer yes. Even if the advisor tries to conveyttie question is not a test of courage or "maskiie
investors may not want to appear timid. What tvegtor may mean, but would never say, is "Butbéll
out of here!" At the first downturn, the investsrgone. This, of course, locks in a loss and prsvan
normal market recovery from making the investor l&hputting him back on the profit side.

Investors have to determine in advance what tleairnisk tolerance is. Perhaps they should ask
themselves©iow much decline they could endure and still stay imh the program. Once an investor
knows what her real risk tolerance is, she can aasgrategy with a high probability of never exdieg
the allowable loss.

Unrealistic expectations about either potentiaksterm declines or long-term positive gains witlem
lead the investor astray. An investor who has decketie range of reasonable possibilities for thr
less likely to shoot himself in the foot. So, advesmust not oversell and investors must not con
themselves. The more you know about how marketbadole to act, the better prepared you are to keep
long term horizon firmly in mind.

The Tuna Fish Factor

Nick Murray is one of the brightest and most eatierhg guys in my industry. You probably haven'aid
of him because he writes and speaks to financiabars about how to motivate our clients to dorigat
thing for themselves. Helping clients to overcommartfears and avoid self defeating behavior is@hne
the biggest problems we have. Nick shared the ggteatof comparing investor behavior to grocery
shopper behavior in his monthly columnimvestment Advisor Magazine

Let's pretend that you, your family, and your catafair amount of tuna fish. As you know, tursdnfi
comes in cans and has a long shelf life. We are tesbuying it in large cans for $1.50. Now one oagy
go to the market and see that it is on sale fddGa&.can. What do we do? Do we see ourselves as
impoverished because we have some cans back hothe shelf? Do we run home, grab all our unused
tuna fish and then run back to the store to séhak? Of course not! We buy lots of tuna fishatiet
advantage of the low price. We know that we wikdeuna fish for a long time and that the salersfies

a great opportunity to stock up for future needs. Wdve made the mental jump that LOW PRICE =
GOOD.

Stocks have a long shelf life too and we shouldtheyn in order to use them a long time in the fitur
But the average investor seems to operate on shemgodion that LOW PRICE = BAD! Instead of seeing
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temporary low price as an opportunity to buy sonmegttme will need in the future, he wants to dummtvh
he has. Nick and | have a little trouble tryinditpure this kind of logic out.

Zen and the Market Experience

America is a can-do country. Our heroes are aaiigmnted and full of the right stuff. Most succesdsf
people got that way by using their skills to ma&gmsthing happen. Business responds well to can-do
positive active management. If business turns ddolere are lots of things a smart businessman can d
make more phone calls, hire more sales peopleatugrtising, change the product, have a saletHee
sales manager, buy the competition, increase cosionis, or move to a better market. Success in bss
is an active management kind of thing.

Investing is a different kind of cat. It is a veygssive activity, somewhat Zen-like. Markets dogspond
to our can-do attitude. We can't just whip theno stape. They have their own flow. We must attach
ourselves to the world's markets and allow thew@atoy us to our goals.

More often than not, if you have a good strategplate, the best single thing an investor can dmdwa
disappointing season is nothing! Of course, thietgf thinking can make a successful, can-do, @actio
oriented, gung-ho investor just a little crazy. iDgrtimes of stress, negative performance, or non-
performance, the investor wants to do somethingkidds of self-defeating behavior comes to minck f
the advisor, liquidate the account, move to andbhekerage, sell the funds, circle the wagons,@nbin
the horns. The fund that looked so good duringyaat's bull market now looks like a turkey. An esdv
that recommends standing pat obviously just dogeh'it, must be some kind of a wimp, can't hawe th
right stuff, is quite obviously a dull tool, andtrying to justify her poor performance. Any idicdn see
that things are falling apart all over and so wechaction! NOW!

Relative Pain

Investor impatience is compounded by a relative,paiative time problem. Market downturns hurog |
more than good times feel good. It is many timesenpainful to see your portfolio lose one percéant

it is pleasant to see it gain one percent. Andetd longer. Two years of back-to-back declinedeun
performance, or even non-performance can feelikietime. As we have seen, even a superior partfo
will go through occasional extended periods of pigantment.

To make things even worse, no matter how bad thim@g get for our investor, somewhere somebody is
making money. Those people will certainly telhaithin earshot. Most investors have a very selectiv
memory. We all seek approval and would like to besidered astute, sophisticated, and successful.
During social gatherings or casual conversatioasdt unusual to stress the positive and rephess t
negative. So the investment winners in our poxotend to get talked about more than the losets. O
investors with disappointing recent performance sél nothing. After all, who wants to broadcast
failure? So, the "winners" brag and the "loser€keaum. Soon, it may seem to our poor investor like
everybody with an 1Q over room temperature is mgkironey except him.

So, the temptation to second guess himself growggemws. If only he or his advisor had been more
astute, he would be making money too. Perhapnitésto try something else like all those other gma
investors are doing.

Once that cycle starts, it can deteriorate intalachasing fiasco. At least dogs that chase thes taihair
on level ground. Investors can dig themselvesaole as they ratchet themselves ever downward
chasing yesterday's heroes.

The Analytic
The hard-driving, results-now type investor is fianito every investment advisor and counselor. But
there are other investors who also become theirweanst enemies. For instance, the overly analytic

investor never gets started because she nevenbagleinformation to make a decision. No matter how
much data she has, it's never enough. No mattemmay options she considers, there might be arbette
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one. In the end, she never does anything. Of cofrsa her perspective she has never made a mistake
Unfortunately, unlike an accounting or engineengblem, investment data changes every minute. We
never have all the data and so risk can neverilmenalted. Research can suggest superior stratbgtes
never perfect ones. Investors who wait for persettitions may never get started. This behavioonsilfy
known within the profession as "Paralysis by Analydn Chapter Ten, we saw the cost of excessive
delay. Time is the investor's great friend and &hdtube frittered away. Investors need to gebgfether
and get going, otherwise they are never going tdhgee.

By their very nature, investment markets carry.rk now, you are familiar with the traditional
definitions of risk. However, we must consider dérpaps investors may pose the biggest risks to
themselves.

More Advice From Mom

When | was very young, | got my first two-wheelgitook a while to get up the courage to actuady gn
and ride. However, shortly after my first succebkgfie | learned to ride "no hands." Shortly aftieat |
decided to try standing on the bicycle seat whilasting downhill. My mother observed my efforts and
commented that | was being just a little too cateniy own good. This comment was very shortly
followed by a spectacular crash.

Left to their own devices, many investors gettelitoo cute for their own good.

The world's markets offer an easy way for long-teémestors to profit from the expansion of the wits|
economy. It's called "buy and hold." An investos @ work pretty hard to screw up this simple folanu
However, as we have seen, most do. As Pogo, tla¢ goenic strip character of my youth, used to say,
"We have met the enemy, and he is us!"

"Buy and hold" is a very dull strategy. It lackgpazz and doesn't inspire much admiration at cdckta
parties. It has only one little advantage - it véoviery profitably and very consistently.

Your Investments Are Your Future!

There is a lot riding on the decisions you makeyés make those decisions, don't trip yourselfebtors
with no knowledge, no plan, no discipline, no benahks, and no clue have no chance. They would be
only slightly worse off to take their money to ttheg track, or even play lotto!

It's hard work to build and implement a superiortfmtio. But, that is not nearly as difficult as m&ining
that portfolio through thick and thin so that yaach your financial goals. The temptatiordtosomethin
truly stupid can seem almost overwhelming. Traiargelf to resist it!

It may be helpful to run fire drills with yourselfhink about what your reaction would be if you /o
wake up tomorrow and find that your portfolio hazhg down twenty-five percent. Would you panic and
dump everything? Or, would you say to yourself, éGerank told me there would be years like thiskRi
happens. Well, it's going to be OK." Would youldtdve the same attitude a year or two later? Theem
you think through the possibilities in advance, itinare likely you are to make good decisions.

The investment process is like most other thindgenin the long run the difference between wirsnanc
losers boils down to knowledge, superior strategyl discipline. Books like this, other researchgaod
advisors can provide knowledge and define supstrategies, but only you can supply the discipline.
Many investors lack the knowledge, time, and iratiion to manage their own funds. If so, they waldd
well to hire a professional. However, the best streent manager in the world will do them no good if
they lack the discipline to stay aboard.

The equity train will always reach the investonsahcial goals. Only the disciplined investor vailill be

on board.

Coming Up
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It would be easy to snicker at the apparently elsbehavior of most investors. That is certaiotymy
point. Investors are not just naturally dumb peoplest are very successful in many other aspectisef
lives and cagers. Our schools, the media, and the financialaes industry have all done an unforgiva
bad job of educating Americans to make reasonamadcial decisions. Much of what we know now
about the behavior of markets is very recently aeguknowledge. But, the word is not getting ouexiN
chapter we will look at the role that industry, neednd advertising disinformation play in the istraent
process.
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CHAFTER ==

All The Wroneg Stuff

Primitive Rituals

Every Friday, investors across this great land hutttyether in the great electronic village to bed¢e a
sacred primitive ritual. Anthropologists and ecomstsare divided as to the motivation for thisatfikte.
Many simply credit ignorance and superstition. Sattebute the gathering to man's eternal seanch fo
deeper meaning - to know the unknowable or divirgeintent of the gods. Whatever the reason, thalrit
has assumed importance to the participants andeveefar beyond any actual value.

The ceremony, almost as old as television itsetfc@eds in strictly defined order. The high priest,
resplendent in imported hand-tailored Italian rolgages a short invocation. The invocation alwaydse
with the introduction of a visiting priest who hasirneyed from the village of lower Manhattan tg bés
respects to the great one. The two then engagéighdy ritualized duet ending with the high priest
clutching and choking the visitor whithanting "names, please" and "what do you like?€kihe visito
has disgorged enough names he is temporarily edeas

The high priest then turns his attention to a pahelders and lesser priests. At least one lgasest mus
always dress as a bull while another poses asrabaeh makes appropriate noises for his role ietso
his reading of the entrails. (Under an agreemetit thie Society for the Prevention of Cruelty to ais,
no animals are actually sacrificed on camera.) @vifié lesser priests never agree on the portéetsare
not allowed to actually physically attack each otligis being considered bad form.

The remaining priests all fill familiar roles. Onaust mutter and fret about market volatility whaleother
advises the faithful to buy where their wives shégt another endlessly intones, "Don't fight thel,Fe
don't fight the tape.” The high priest gives eaishittessing equally, bestowing a knowing smirk upon
every remark, no matter how inane.

The high priest maintains a private collection ef elves, which on a weekly basis attempt to divimee
will of the gods and share their rapturous instghbugh a "sentiment poll." The gods must be craewat
least fickle, because the result has become aar@rils delight. So poorly have the elves integueéhe
omens that several years ago the high priest tead #il slaughtered in a fit of pique. He then repth
them with new and improved elves. Unfortunatelg, tiew elves have become an even sorrier lot and
must be severely concerned with their own fate.

Still smirking - after all, nobody is catching averybody is eating it up, and he is actually getting
paid for this nonsense - the high priest offermal foenediction. After the benediction, a very arin
priestess magically appears, silent as Vanna Wéniig: Jeads the group into a spotlight where they al
pretend to chat as the light flickers and fademftbe television. A soothing voice offers to send
transcripts of the sermon to the faithful.

As the light dies across the global village, ea@mier of the congregation finishes his communion
martini and begins to meditate. Under the spethisf powerful, mind-altering drug, each becomes
convinced that the gods have transmitted a uniqdestartling insight to him alone. Armed with this
sacred "insiders" knowledge, the villager expeatsade invincibly on the following Monday, extrang
economic rents from the heathens.

What's Going on Here?

We have seen the dismal results that American toxesndure. While we know that the economic and
human consequences are severe, we also know #sanably simple tools and techniques are avaital
dramatically improve investors' returns over timée know that the average investor is intelligerd an
successful in most other aspects of his persormbpesfessional life. Though few investors are ini@m
self-destruction, they often behave as if they wehes is a very disturbing paradox. What in theldds
going on here? Why haven't investors caught on? &dmt they get it?

If you have been wondering why the average invdsasn't got a clue as to how to meet his financial
objectivesWall Street Weeknay provide some interesting insight. Funded hbiglierelevision (which
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should set higher standards!) and under the gdiisephisticated commentaryall Street Weels just
about everything that can be wrong with the popfittencial media.

The show is not only several magnitudes worse #htmtal waste of time, it is very dangerous to your
financial health. The Surgeon General should recailabel similar to the one on cigarette packages
advertising warning that "Exposure to this drivattbeen shown to cause s#dfstructive behavior, loss
cognitive power, and serious depletion of finanoeslources."”

Wall Street Weeland similar shows, begin with the assumption ‘timsiders” can explain and predict
market behavior. Further, it assumes that thesgarswould generously share their knowledge with a
hundred million of their closest friends.

We know that everybody is entitled to his own pe&din. Mine, yours, and your dog's all have an équa
chance of coming true. But | am going to tell ydittee secret. If | absolutely knew what the markeas
going to do next week, next month, or next yearpuildn't share it with you. Instead, | would go antl
mortgage my house to buy options and then sail a¥ay would never hear from me again. | wouldn't
even finish this book. I'd be history!

It's nuts to believe that these guys have anywdles the market is going to do, and even more ctazy
think that they would share it if they did. The shdoes give them a stage for shameless self-promoti
and a big ego boost. An appearancé\ail Street Weels the ultimate public relations coup for a fund
manager.

The popularity of the show can certainly not begolasn the accuracy of its predictions, which hasenx
dismal failure. There is really an undeniable gatement value to schmoozing and kibitzing with reis/
and shakers. This is the Wall Street equivalemifestyles of the Rich and Famodshe real problem is
that people take it seriously. If you think thattelangWall Street Weels a shortcut to forming an
investment philosophy or modeling an efficient fadit, you are unlikely to be tempted to delve iato
tedious and challenging study of finance.

The show dedicates itself to the highly questioagblen suspect) proposition that market timing and
individual stock selection drive investment perfame. Today, almost nobody on Wall Street with@n |
over room temperature really believes that, yet pinoposition is still shamelessly peddled to arlybo
who is still buying.

In show business, of course, there is never a ne@asabandon a proven formula. As long as ratimgs a
market share stay up, you can count on next webk\w looking remarkably like last week's.
Notwithstanding its public funding and high-sourglpurpose, PBS is just as interested in ratingsgs
other enterprisaVall Street Weeils a hit, so PBS isn't likely to screw it up waldull and boring
discussion about how markets work. Success in tefmatings and market share are not related to the
value or validity of the investment information acmhtent.

So,Wall Street Weektudiously avoids any discussion of the last fgegrs of academic research,
pretends that markets are hopelessly inefficieamishdiscussion of Modern Portfolio Theory and daess
heretics who promote buy and hold. Unfortunatdig, popularity and longevity of the show give the
impression that it must be doing something righisTsuccess continuously validates a brain-dead
investment philosophy. The net result is a PubtigaBlcasting (dis)Service.

Financial Pornography

If Wall Street WeeWwere an isolated phenomena, no one need be ceacekmerica is, after all,
notoriously tolerant of crackpots. But an examioratf the rest of the popular financial media turps
little else of value, little intelligent life atlalln fact, most of what the popular financial mee@uts out
could properly be called financial pornographyg ot only bad for your wealth, it has no redeeming
social value.

We must be clear about what the media are up veoutd be a mistake to believe that they are on a
collective mission to educate the American pulitiather, their mission is to sell papers, airtinre, 0
magazines. Any educational value that might rasyiist a happy coincidence. Anyone who has ever
watched television, listened to talk radio, or bsew the newsstand at the check-out counter might
reasonably conclude that the media have a verylanion of the American intellect.
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Their general credo is that "No one ever went bimkenderestimating the American public.” Contriry
popular belief, Lowest Common Denominator is notathematical term, but a programming director's
working philosophy - give 'em what they want, dondke them think, dumb it up as much as possible,
and stick to winning formulas.

The media have another problem too: the relenfiesssure to come up with new stories every dayyeve
week, or every month. When | finish this book | ¢gast stop writing, but such is not the cas&laney
Magazine Next week they have a whole new magazine toviihile there is a limited number of good
ideas to explore, there is an unlimited demandltaif time or column inches.

The media solve this problem by carefully selectimgythemes they wish to cover. For instance, Moder
Portfolio Theory (MPT) is considered too complichfer the great unwashed American public to follow.
Not only is it sort of dull, it has a limited numtbaf things that can be said about it and it lazkaiman
interest angle. All in all, it's not a subject liké¢o sell a lot of airtime. Worse yet for radiotetevision, it
takes a little thought and can't be reduced to tyveacond sound bites. It shouldn't surprise yea tie
airwaves aren't full of stories about MPT.

On the other hand, because there is a new madahglevery business day, there is an unlimitedbarm
of guys that would just love to go on televisiorradio to give their slant on why the market didaivi

did. These sources, often standing with the traflowy or even a ticker tape in the backgrounddd a
color, spew catchy sodrbites provided by their public relations departiselt doesn't matter whether
source is right or wrong, or even has a clue wigatisg on. It fills time and gives the impressidrjuicy
tidbits and maybe even insider knowledge.

And not just any bland comment will do. Imagingatu will a source who made the following comment,
"Who knows why the market went down today? Markketshat every once in a while. It's really not
important to long-term investors. Investors shdulg a properly balanced diversified portfolio andget
about it." How many times do you think that manlwé invited back? Where is the excitement? Where i
the pizzazz?

Every business day the government announces ademeaonomic numbers. Often these are just
revisions of previously announced numbers. Eachbauphowever, is treated gravely, as if the entire
future of capitalism depended on it. Each demanidsite analysis and generates the required soues bit
by a highly-regarded (by whom?) source. Since pontecan be considered complete without speculation
it would be unthinkable to simply report the numb&hout an "expert” who could also provide the
appropriate spin.

Hero worship is a favorite media subject. Intenireyva "successful" mutual-fund manager has all the
ingredients the media loves: human interest, imgidbits, deep insights, and pithy quotes. Unfoately,
we are going to need quite a number of heroedl @llfthat time or space. If we confine ourselves
managers who have "beaten" the market for oveydans, we have pitifully few.

But, if we lower our time horizon to ninety daysetnumber of potential candidates expands enormousl|
Each will be hand-delivered in a new lItalian piipsrsuit, starched shirt, and power tie with proper
blow-dried hair by a suitably humble public-relasoflunky. They all know the rules: pithy quotesegd
insights, groundless speculation, and insider kedge, or you don't come back.

Few decline to play by the rules. An interview elevision or radio, a comment in tiiéall Street

Journal or a picture on the cover bfoney Magazing~orbes Fortune or Worthvalidates the "expert" as
a real player in the business. Phones begin toamalgcash begins to flow in her direction. Carearsbe
made in just a few seconds. So, now is not the tine humble. Of course, we know which way the
market is going next quarter, and you can be surslwareholders will benefit greatly. Our reseduaulr
proprietary indicators) shows that.... This matkat no where to go but....

One of the dirty little secrets of the news indystrthat most reporters don't think up their ovoriss.
Instead, they are fed a constant stream of idedstanies by the public relations flacks. All refgos and
writers are showered with press releases, backdevanbriefings, and BS by publielations agents hire
to make their clients rich, famous, and powerfulay reporter can just change a few sentencdsin t
information provided him by the public-relationseagjand then hit the bar with his day's work done.
The public-relations industry isn't exactly a rapmy of virtue. Their mission isn't truth, it'sisp Their
interest is in getting their client's story outarthe media, with enough media coverage able idatal
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almost any loony idea. For a price, they will g3l that tobacco is good for you, citing plenty of
"evidence" and "research" produced in North Caeotialleges located in little towns with names like
Raleigh and Winston-Salem. Though the media angubéc-relations folks generally have a well-
deserved low opinion of each other, their relatimss symbiotic. Neither one could survive longhaiut
the other.

You have got to have money to afford a public retet campaign. That kind tdlent doesn't come chex
Think for a moment about who has the deep pockei#/all Street. What kind of behavior do you think
the brokerages want to encourage? Are they thenaasons that will profit from low cost, low turmer,
buy and hold strategies? Is their interest necig$lae same as yours? Do you think that maybeareu
being had?

For a variety of reasons, bad advice is far mooditable than good advice. Take a look at who days
advertising on television, radio, magazines, angispapers. You don't really expect the media to sdye
maul the hand that feeds them, do you?

Not all reporters are rocket scientists. It's pettfepossible to be a financial reporter withouéekiaving
taken a course in finance or economics. It's payf@ossible to be successful in the trade withwaiting
read a book on the subject within the last tengidanancial theory has evolved rapidly in the fast
years and many reporters haven't done their homkeviben again, they don't need to; it's too easy to
interview heroes and put a little spin on yestelayarket close or tomorrow's number of the century
Today's reporters just need to follow the formula.

Of course, the really bright reporters quickly fitnéit financial theory isn't newsy. There are tifts
reporters out there who could teach college-legalses in finance. But they are trapped into coxgtie
same old stories the same old way. That's whahe¢bele want, expect, and pay for. That's not oriigtw
sells, it's what advertisers pay for. In an atmeselike this, is it any wonder that Luis Rukheyisest
household name while Harry Markowitz, Merton Milland Bill Sharpe are not?

Sloppy reporting and fuzzythink aren't just theyimge of a few small-town rags. | thank Weston
Wellington of Dimensional Fund Advisors for sharimfew gems from his immense collection
ofFinancial Pornography. Here is an assortmenadghtful and useful offerings from some of thetbes
known papers in the country.

Each of you could put together your own outragesmliection from tomorrow's papers. If millions of
people didn't take this garbage seriously, it wdaddunny. Unfortunately, the continuous rain afak
from television, newspapers, magazines, and raéimtes a climate where investors get the impression
that this is how smart players ought to plan te&ategy. It's hard to ignore the most highly esib
"prestige” players in the media. They must know etbrimg, right?

These kings have no clothes! There is a whole ingo$ hacks out there that get paid very wellfiting
your head with merde! Investors have got to redhz¢ this type of commentary is worth far lesstha
zero! You and | aren't going to reform the medir, do we have to go on that mission. They have thei
program and we have ours. Their program is toagklertising, ours is to learn something. While we't
have to buy into their agenda, we do have to unaiedst.

The Big Lie

One of the earliest and most successful (for aeysiin doctors was credited with the idea thgoif tell
a big lie often enough, people will begin to bediels The financial advertising folks have takeatth
interesting concept one brilliant step further.tBking a number of absolutely true facts and mixhrgm
with a little innuendo, they have been able to terdxég lies.

We don't expect advertising to be fair, objectimeimpartial. In that regard advertising seldom
disappoints us. While the Securities and Excharngar@ission complicates the lives of financial
advertisers by requiring documentation and faicldsure, advertisers have found that they canviiie
this while still conveying a distorted message. Yol be hard-pressed to find one outright lie. \léhi
each fact has been extensively researched andedeiifis the emphasis and spin that managesss @a
an absurd image.

For instance, suppose you advertise yourself amdpdive highest total return since the crash o0f7198
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That sounds pretty good, right? You tout your Mogsitar rating and paint yourselves as the toughest
managers on Wall Street, as if managers shouldlsmmearry Uzis and have black belts to be effective
(Or, maybe they are just nasty to their officefstafho knows?)

The ad carries a strong implication that this ®rfghd is probably right for all investors. A viemeould
even be forgiven if he began to think that it mightright for his entire portfolio. After all, whatgreat
track record! They couldn't lie on television, abtthey?

But, you might fail to nention that your fund got hit harder than just aksny other fund during that sa
crash. Or you might forget to say that you invasitocks of very small companies, which carry the
highest risk in the stock market. Or lastly, yowghtifail to reveal that your expense ratio is ohthe
highest in the industry.

| must admit, | don't know how tough the manageagdly are, but in all other respects there is nsse
quibbling with the facts that the ad presentssboatill tell you that | think theund is pretty good for whi
it is. These guys buy little companies! They gewvdan the weeds where few other managers will go.
Given the very small companies that the fund bags, given the lack of liquidity in that part of the
market, we would expect that the fund returns wdngdgbretty good. We would also expect the riskeo b
very high, which it is. So, while this might be @ogl choice for two or three percent of a portfaéidittle
part of your domestic, small-company, growth altawg it hardly qualifies as an all-weather fund.

I'm not sure that what the ad conveys is everythag an investor should know before he signs up or
sends money. The facts are all right, but the ngessadistorted. So, it must be a great ad! | atrgnng
to burden you with a few hundred other exampleledutom a typical day's media. But by now you
should be asking yourself if you would buy a ustettls from these guys!

Of course, there is a very direct link between ailsiag and new money flowing into the funds or
brokerage houses. If advertising didn't generatesiive cash flow for the funds, you might corhgct
expect that they would shortly give it up. Frequaetertising gives the impression of dependabslitgl
strength.

By now you should suspect that there is no linkveen an advertising budget and future performahce.
the extent that advertising expenses appear ifutftés expense ratio, they add a drag to performahc
the extent that existing shareholders get to pagx@ense designed to attract other investors yghtmi
consider it a tax.

There does appear to be a strong link betweernpeasirmance and advertising. A large fund family
always is going to have a few winners. Strangebtyugh, these tend to get the lion's share of the
advertising budget. The impression they would jika to give is that the fund family has only winaer
Of course you may care to dwell for a moment on hdvequently these winners repeat. But that's not
likely to be emphasized in the ad.

Usually you will see in tiny little print somewhehn@den among the charts the required SEC disclaime
"Past performance is no guarantee of future peidiog®e.” That is the only thing you should ever lxelie
As they love to say on Wall Street, "You can tdkat to the bank!"

The seeds of all this confusion and disinformafrom the media and advertisers fall on fertile swilce
our minds are already conditioned to believe itliBawe explored the tremendous impact that
conventional wisdom has on our lives. When we gupwknowing” something, it's a great deal harder to
accept change than if we were starting from grazerd.

Finance is a science or art undergoing rapid chavigst of us with finance or economics degrees eaint
before 1990 have a lot to unlearn. While we wernaegabout our daily lives, they changed the whole
game on us! Our natural inclination is to want kmyy the old rules. And you can rest assured\ttait
Street wants to continue doing business as usual.

Back To School
Finance, investments, and economics are not retbyeémerican high schools or colleges. Somehow,
like sex education, it is assumed that we will gioé subject up naturally. Even new graduates neagm

have been exposed to concepts that they will needder to vote intelligently on economic policy or
provide for their family's futures.
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Given the importance of the subject to both thetipal process and to the individual, | have alwéysnd
this a curious, costly, and disconcerting policyllivbhs of Americans think that they know a greagadl
more about the subject than they actually do anthigmugh their entire financial lives blithely augion
that assumption.

What's missing here is any concern or concerteattdf§ get us back up to speed. A whole generation
Americans is poised to retire without nearly suéfit assets to support them and no one seems at all
worried. While there is some agreement on the te@d/est more, there is very little effort aimdd a
helping Americans to invest more effectively. Tm¢ire subject has been treated with benign neglect.
The fault lies not with the schools. Educatorswvaiting and able to teach whatever Americans wauit.
a political determination must come before the stlgstem can devote its scarce resources to any
project. This is not a decision that individualdiears or school systems can make for themselvdd. Un
the American people demand a better fundamentalogci@ and financial curriculum, it's not going to
happen. And until they do, Americans will be shbaieging themselves in an area critically important
their success.

There is an antidote to all this BS. Get to yowalainiversity or college and take a course inrfoea Go
to your library and borrow some current books angtbject. Subscribe to the Journal of Finance.
Download a few papers from the economics and fiealepartments of the world's major universities.
Tear yourself away from the television and get gelirdown to the local Barnes and Noble, Waldens, o
Borders bookstores.

You are going to have to take responsibility fouyyown financial education. If you think you ardrggpto
get any useful information from Wall Street Weelom¢y Magazine, or The Wall Street Journal -- or the
ads appearing in them -- that will help you buitdladminister a superior portfolio to meet yourgon
term goals, there is little hope for you.

Coming up

Many of you will correctly decide that you haveh'¢é time, talent, resources, or inclination to nggna
your own nest egg. It may make perfect sense tgdéd this responsibility to a full-time professbn
Choosing the right advisor should take a fair amadithought since a lot is riding on the decisiéfter
all, your investments are your future.

Next chapter we will explore the cultivation, seilen, care, and feeding of financial advisors.
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CHAFTER =3

Will the Real Investment Advisor
Please Stand Up?

Investors as Frogs

As you all know, frogs are cold-blooded creatus®ghin a very wide range they are insensitive to
temperature changes. Like small fish, they oftee#e in ponds during the winter only to thaw oat, n
much the worse for wear, in the spring. It is gkt if you put a frog into a largepand then very slowl
heat the pot, the frog will swim around quite hdyppntil he abruptly dies! (I don't want to get soaf hate
mail. Please believe me, | have never tried this!)

Many investors act like our frog. They swim arowpudte happily, oblivious to their peril until itteo late.
They delay investing, invest in the wrong markget,awful returns, fail to set goals, or fail to mtor
their progress - treating the whole matter aswiit solve itself. As time runs out for them to eteheir
goals, or the temperature slowly increases arolewh t they paddle around their little pots humming,
"Don't worry, be happy!"

Strangely enough, most investors think they areglaivery fine job for themselves. Yet, few cahyel
what their rate of return has been, how that coeguaiith the market indexes, what their investment
philosophy is, what their investment costs havenpbRew much risk they are taking in their portfolow
what asset allocation might be appropriate to rtre®t own unique financial goals. Nevertheless, tmos
remain convinced that their investments are inamby capable, but possibly even brilliant, hands.

Not counting my dog, Schatzie, who can call theka@turns at least as well as any guest\@il Street
Week America is a land of at least 270 million fullyalified investment advisors. Each feels perfectly
free to give advice, and conversely accept ad¥oe) any other advisor she happens to sit nexhtthe
bus.

If we believe the Dalbar and hundreds of other lsinstudies, most investors are getting disastyolotl
results. Few are even aware of just how bad tksiilts are and even fewer have a clue about how to
repair the situation. Almost none have projecteditipact of that miserable performance in term$eir
future lifestyle.

A Riddle Wrapped Up in an Enigma

You might wonder why so few investors seek out ggsional assistance. Ironically, it seems hard to
imagine a field where more people need help, oravtiee impact of professional help could have aemor
positive impact for people. There may be many ansvg®me investors don't believe that professional
investment advice is necessary, some suffer froanftial phobias, some don't know that professional
help is available to them, and some don't know wehioust.

Most Americans don't fly their own airplanes, chatige oil in their cars, fix their own plumbing,rfoem
surgery on themselves or their families, file theim taxes, prosecute their own legal cases, aragdu
their children. They are perfectly happy to leavat to experts. Yet they feel perfectly competerditect
their entire financial future by themselves. Evarrse, they put up with years of terrible resultthet
reaching the obvious conclusion that they couldaukle help.

Racing Flat Out at 5 1/2 Knots

I've always been a water rat - | would be compjetalppy floating on a cork. So, in the late 70snvhe
Bob Hickock, a former college roommate, invited tmgoin his crew racing a J-24 in Biscayne Bay, |
jumped at the chance. Bob was a third generatiom Blegland sailor, a real competitor who had b
nationally ranked in small boats while in high schd@he J-24 is a small, fast, sophisticated, siuhss
racing sloop which usually carries a crew of foufige. The class was recognized not only
internationally, it was one of the most competitbreMiami's Biscayne Bay.

J-24 class racing is reasonably democratic. Allib&ts are built from the same mold by the same

130



manufacturer. Complicated rules dictate everytliiam the height of the mast to the number of sails
allowed on board. In theory, at least, the boatsikhbe equal.

In Miami, the sport was dominated by a third getienasail maker. While technically an amateur, Augi
Diaz used racing to promote his business. Winréngs led to more sales of sails. His crew pracfived
days a week, sparing not a single effort or expensthe boat. Before a big race, Diaz could pulirupis
van, check the wind, and cut a new sail just fat #vent.

Being a total rookie, | was the designated forekdgae, sitting on the rail for ballast, changing jito or
jibing the spinnaker when told. We took racing sesiy but had a great time doing it. The crew metd
from each race exhausted, blue from cold, sunbymuediburned, bruised, cut, and beat up from cdntac
with various moving parts of the boat and its eqept. In short, it was a perfect way to spend akeed!
But, we never won. Racing is a sport of inchessewbnds. One twentieth of a knot over several hours
can be an enormous advantage. One blown tack poitedfline, or one jammed halyard is enough to sink
your chances. While there is always an elemenick, lthere was no way a bunch of airline pilots,
attorneys, doctors, and financial planners weragto beat Augie Diaz's professionals. The baytwes
backyard and had been since they were born. Trexfiped every "business" day, giving them betteal
knowledge, equipment, discipline, tactics, andtegig We didn't think they were necessarily smader
better human beings, but we had to acknowledgeliegtwere better sailors. In any sport or business
pros usually win.

While we wanted to win, working hard at it and takit to heart, winning wasn't everytly for us. (Vince
Lombardi is probably spinning somewhere as | whie!) Just the excitement of competing, beinghan t
water, being out with the guys, and sailing thetlasavell as we could were enough. And, the stakes
weren't very high - win or lose, we were coming leoeactly as wealthy as we left.

But, for investors the stakes are very high. Yowestments are your future. With the exceptionaafry
health and the choice of your mate, no other faetlbidetermine the quality of your life as much as
whether you succeed or fail at obtaining reasonabkestment results.

While | would encourage all Americans to learn agmas they can about economics, finance, and
investing, most will be far better served to deteghis important task to a professional. Professi®
have an edge: better knowledge, equipment, diseptactics, and strategy. If results are what t@as
measured by the probability of meeting your impatrfanancial goals, most investors can't afford
anything less.

Financial Phobias

For some, money is an emotional subject which theat far differently than other important elemants
their lives. For a variety of reasons, they aré g about to seek out a professional to help thexat

their goals. | have never taken a psychology cowsé admit | am way out of my depth here. Buavé
watched investors for a long time, discussing teemetimes curious behavior with my peers, which ha
allowed me to make some non-scientific and intaitservations on investor behavior.

Fat, Dumb, and Happy

Clearly, many investors are unaware of their p&vie might classify them as "fat, dumb, and happy."
their minds they don't have a problem so thereihing to be fixed. In the real world, investors ar
barraged byther demands for their time and attention. Manthem will develop a nagging sense tha
is not well with their investment plans, causingrthto set about fixing it in a business-like manner
Hopefully, they will come to this realization beéait is too late to make a meaningful impact.

The Control Freak
A few individuals realize how important their integnts are to their future but simply can't give up

control of their finances. Either they have troutd#egating things in general, or money is such a
personal, powerful, and emotional part of theisexice that they reserve that activity for thenmeselv
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alone.
The Hobbyist

Some investors enjoy the hobby of investing so ntbhahit becomes its own reward. They join clubs,
pour over thaVall Street JournaandBarons faithfully follow Wall Street Weekmake charts, build
spreadsheets, subscribe to newsletters, surf theet's newsgroups, and never let their eyes fray
from a scrolling ticker tape. For these types, stivey isn't only the means to achieving a comfdetaimd
secure life, it is their life.

The Gambler

Closely related to the hobbyist is the gambler. Glans are hooked on the excitement of the trade, Wi
lose, or draw, it's the action that counts. Mufualls rarely satisfy their need for action, and bhaog hold
to them is a foreign concept. Many start with a feades in individual stocks, then like junkiesadmate
to the hard stuff: options, commodities, and fusuieven if they understood that the odds are slyong
rigged against them, they are just junkies.

The Loser

Many gamblers are losers. They enjoy their rolpa® souls, not happy unless they receive thely dai
dose of disaster. No scheme is too dumb or fahéetdor them. They know when something is too good
to be true, but do it anyway. Swindlers love to them coming. They take their losses gracefullydbilit
come back for more. Con artists prey on losers,bailér rooms buy and circulate lists of proven ksar
The person who loses a small fortune in an ostaaiing venture will happily invest in a "private”
options pool. Losing fills a perverse need.

A Closely Guarded, Well-Kept, Deep Dark Secret

While a minority of investors may indulge in priedbibles, the vast majority still don't know that
professional advice is available to them. As amgtg/, independent investment advisors have not yet
been successful in getting their message out torisares that crave their help. Most investors diomdw
that a viable alternative to the commission-crazédyn-and-burn stockbroker even exists. Thusofarr,
own marketing efforts have been dismal. | sometifeeklike we are a well-kept, closely-guarded,plee
dark secret.

Still, the demand for professional, impartial a@vis enormous. Almost in spite of our woeful mairkgt
efforts, since 1989, assets with Schwab's Finaraslsor Service have grown to over $70 billiorkitey
into account over 390,000 accounts served by Sif¥pendent Registered Investment Advisors. Fidelit
and Jack White are also experiencing exponentaltyrin similar services, with others entering ttasy
close on their heels. Clearly, Americans are logkor unbiased professional advice and an inteilige
alternative to Wall Street's commission-inducedflotts of interest and voodoo-based investment
schemes.

So, the genie is out of the bottle, and havingethteedom he's not going back. Americans are gotin
with their feet, migrating to the better systemytdemanded. Great stuff, this capitalism!

The Revolution Bears Fruit
The revolution on Wall Street is just beginnindgotar fruit for the long neglected "small" investésthile
the rich have always relied on professional investhadvisors, today, investors of more modest means

can also avail themselves of high-quality advieveBal happy advances have converged to makelkthis a
possible:
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« Financial theory has vastly improved.

« No-load mutual funds are an excellent, low-codttloé-shelf building block to construct efficient
portfolios.

- Deregulation has spawned a new entrance of disdwakéerages, sharply forcing down costs for a
wide variety of services.

+ New "back office" technology offered by the discbbrokerage houses allows efficient
personalized account supervision by professionakats for investors of modest means.

Finding an Advisor

Another problem investors face is who to trust. &nfnately, it would be hard to imagine a field we
more people offer help yet haven't the slightestifoations for the job. As we have observed, ddgice
of the average financial "professional” is worthl&ss than zero.

Even worse, no field of any importance is so pooglyulated. The requirements for entry into thilfege
close to zero. For valid reasons, not everyon#éasvad to call himself a brain surgeon or practice art.
Yet almost anyone can call himself or herself aficial advisor.

An investor who sets out to find a competent finalnadvisor has had few reliable guidelines tosissi
him. The good news is that becatisere is such a large demand for competent, obgetitiancial advice
the field is growing in both numbers and sophisitica While it's going to take a little homework to
separate the wheat from the chaff, by now you diréaow enough to do the job.

A Common Sense Checklist

Let's look at a few requirements you might considée first three are "written in stone" and shoudd
be waived under any circumstances.

Fee Only

You can eliminate many of the potential problems gaght encounter by simply avoiding the
commission-based salesman. In one stroke you eimiie vast majority of conflicts of interest beém
yourself and your advisor. A clear separation betwie advice function and the brokerage funcson i
the best consumer protection you could have. Whyaaself up to become the victim of a
commissioned-crazed broker?

Things aren't always what they may seem. Some Ba@dvertise themselves as "fee based" planners and
advisors. These advisors charge a fee for makicmmenendations, taking commissions on the products
they sell. This is the worst of all possible worldaying fees to a commission-based salesman doesn'
guarantee obijectivity or eliminate any conflictardkrest, it just lets him get paid twice.

Many brokerage houses and broker-dealers allow siaé@smen to act as both Registered Represerstative
(RR) for the house, and Registered Investment Adlsi€RIA). These dual licensed RR/RIAs are required
to be "supervised" by the broker-dealer or broketaguse. In return for their "supervision”, thekae
dealer or brokerage house gets a cut of the fasamdetermine where business is placed. In peacti
this can not only result in higher fees passeddhé investor, the potential for conflict of irget is
obvious.

"Fee offset” compensation arrangements allow a idgpdtered RR/RIA to pick and choose both the
amount and timing of his compensation. He can ptacee client assets in commission products and

in no-loads, depending on how he feels that dag. ddmmissions paid for the load funds are applsea a
credit against the annual fee. Often this pradsigestified by the supposedly higher quality of th
commission-based product. But, | guarantee yougVery great load mutual fund you can fihdan get ¢
better one with the same objective in a no-loadifut's easy to see that fee offset is great fer th
salesman, but it's harder for me to imagine havait ever benefit the investor. The conflicts oérast
haven't gone away, they've just gotten hiddertla lietter under another layer of cost. To be thae
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your advisor is fee only, steer clear of any thatéha broker-dealer affiliation or maintain a NASD
license.

Third Party Custodian

Use the services of a large discount brokeragel your assets. In case there is a problem withr yo
account, the house has a problem, not you. Schiwaéljty, and Jack White, for instance, will berine
tomorrow and have the resources to straightenmupeoblem you might have with assets under their
care. Insist on statements directly from the cuatoch addition to any that come from your advigof.
course, read and carefully check your statememserber, Trust but Verify!

Limited Power of Attorney

Never allow an advisor the power to withdraw froauyaccount. Disbursements, other than fees, should
always go to you at your home or to your bank antod limited power of attorney allows your advisor

to trade on your behalf without running the riskhvalving your hard-earned assets disappear. Inethe v
unlikely event that funds should be misdirecteddioy reason, the brokerage house has the big pnpble
not you! To repeat, you will still want to read actteck closely each statement you get.

Professional Knowledge

As far as | am concerned, the above requiremeata@brainers. Violate them at your peril. But, \&hi
we have eliminated many bad things that might happe/our account, we still haven't determined
competence. Fee only is not a panacea, just a betieto structure the relationship between advasat
investor. Many advisors could meet all the abowgiirements without having a brain in their littledus.
So, now the requirements necessarily get subjective

If you have carefully read this book, you alreadpw more about how markets work and how to turn a
profit than ninetyfive percent of "professionals” in the financiahsees industry. While this may surpri
you, | can assure you that it is true. Don't letfdincy suits, titles, and expensive office spacé you.
Most of the industry still wants to do things thaywour grandfathers did. And, bad advice can dfen
more profitable - for them - than good advice.

As a minimum, | would demand a college degree,gpaddly in finance, economics, business, or a relate
field. Don't get too hung up on the major. Mosti@gés and universities haven't been teaching Modern
Portfolio Theory or related subjects for much mibran five years. For instance, | recently talked to
1988 graduate finance major from Virginia Tech viaal never heard of Modern Portfolio Theory. |
wouldn't give any extra points to attorneys or CRABer. As most of them will cheerfully admit, d¢cary
to popular belief, they don't have any special ijgations in finance.

Brochures and ADV

All investment advisors are required to furnishgudtal and existing clients with either a "brochuse a

copy of the SEC registration form (ADV Part 1) boing their education, qualifications, experience,

investment methods, fees, and other pertinentnméition about their firm. You can learn a great deal
about an advisor and his business by carefullyystgdhis form.

Professional Associations and Continuing Education

Because the field is evolving so rapidly, and bsedew of us were even exposed to modern financial
theories in college, independent, professionaltioaimg education is essential. One of the key wdrelre
is independent. | have learned from bitter expegethat training by broker-dealers teaches youvyhsit
they want you to know to sell their products. Pridsponsors may not exactly lie, but they sureldots
any information they pass out.
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The operative philosophy seems to be that if ttegyfidl the representatives up with BS masqueradmg
education, the reps will hit the ground and sefitiLthey catch on to this, the reps are as mueictam as
the firm's clients. Of course, some never do catctkince it's so easy to let them spoon feed yat;. B
until advisors take responsibility for their ownuedtion, the value they provide to their clientl\wi
somewhat south of zero.

In the financial planning field, two institutiontasd out for their accomplishments in advancing the
professionalism of the industry. Both the Chartdrée Underwriter (CLU) and Certified Financial
Planner (CFP) courses give a broad general undéistpof the financial planning process. The CLU
course has a strong insurance industry foundatibile the CFP course favors investments. This
information is invaluable in assisting the planteeproperly identify the needs of the investor atate
his situation in context.

Both institutions are independent of any compangpamsor, having as their only goal the advanceioi
professional standards within their particular isttha Both institutions are accredited by a nationa
educational association and now offer advancedegsgn financial planning. They also benefit frdra t
dedicated volunteer support of some of the finestgssionals in their respective fields. And figalboth
organizations supply exceptionally high-quality toning educational courses as a requirement for
maintaining the certification.

The CFP in particular, through their continuing emlion courses, have done as much as all other
institutions combined, not only to spread the walbbdut the amazing advances in modern finance but to
bring these benefits to the American investorl,Skiere are undoubtedly other independent highiyua
continuing education sources. You should demanathadvisor have a heavy schedule of continuing
education. What we learned in college just a feary@ago might as well be from the stone ages, and
company sponsored "education” is more often thajusoglorified brainwashing.

Beyond the Buzz Words

It goes without saying that you should expect yemisor to have an in-depth knowledge of finante. |
you have any doubt about qualifications, questiom ¢r her about their philosophy. You might asknthe
how they utilize Modern Portfolio Theory to redutsk, how much foreign exposure they recommend,
what ideas they have about emerging markets, ortheyview the growth versus value debate. Continue
by inquiring about their view on market timing, howuch diversification they think is essential, the
limitations of CAP-M, what particular asset alldoatplan they recommend to meet your needs, or how
they measure correlation between asset classes.

If you suspect that the advisor's knowledge cossisbnly buzz words or cocktail party chatter) loait.
The important thing is that you realize that youéthe right to ask questions and that you not be
intimidated. Listen to what the advisor has to abgut his techniques and philosophy, but donthiet
session degenerate into a "sales track." Keep @gskitil you are either totally comfortable or dexio
move on. After all, it's your money and your future

Assets Under Management

At its core, investment advice is a personal ses/lausiness. It must be tailored to your indivichesds
and circumstances. So, even with great technotbgye is a limit to the number of clients that anisor
can effectively serve. The average investment advias about $4 million in assets under her
management. At that size either they are part-6maand new. While you don't necessarily want the
biggest firm you can find, it's hard to imagineiable business with less than $15 million. On ttieeo
hand, the firm is too large when you don't havesoeable access to the principal that makes thaidesi
on your accounts.

Length of Time in Business

You will find few firms that have actively managassets for more than six or seven years. The [sioft
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didn't really open up until Schwab began tradindoaal mutual funds and offered their back office
capabilities to advisors. But while the businessa®, many practitioners have long experience et
areas of the financial services industry. Most soig started their careers as either stock brakers
registered representatives, then gratefully madertinsition to fee-only advisor when the oppottuni
presented itself. You will want to restrict youaseh to industry veterans. Let the new guys ledth w
somebody else's money.

Minimum Account Size

Some advisors demand very large minimum size a¢so@iviously you will want to restrict your search
to advisors that can economically serve your accdurere may be a practical lower limit for account
size. But, many advisors will accept accounts @f,880 or even lower.

Location

With fax, telephone, email,avld wide computer networks, the Internet, and Kelteation isn't nearly ¢
important as it used to be. Advisors are no lomgstricted to working on Wall Street and clientsi'tlo
care where they are as long as they have accéss &lvisor when they need it. If you are the lohd
person that just has to have frequent face-to4f@@etings, you can probably find a great advisgomr
hometown. On the other hand, today you may hawryaactose relationship with an advisor "on your
wavelength” clear across the country.

Recommendations

It may be human nature to want recommendations frmnds and/or present clients, but they arentn
use. For many good and valid reasons, investmefig@d are prohibited by law from using testimosial
from clients or celebrities. For one thing, yowestment needs may be a great deal different from
Madonna's. If Madonna were my client (she isnti§ siight not appreciate it if | divulged that faztthe
world, or had all my potential clients call her. leana may be a great entertainer and talent, leutnsty
not know any more about finance than you do. Fnéll were to give out a list, you don't thinkviould
include anyone who might say something negativeiaine, do you?

Your friends may recommerah advisor to you. If so, you will still want toetk the advisor out yourse
Mimicking your peers is an easy way out, but nossitite for a little homework. On the other handaal
reputation certainly should set off alarm bells.

Referral Services

Organizations like Schwab, Fidelity, and the CFRi&y maintain referral services for the publicesh
may be a good place to start; however, not allliiighalified members of an organization may chawose
use the referral service. Many successful firmsateactively seeking new clients or accept refsroaly
from existing clients. Some organizations chargertmembers a fee to participate in the referralise,
causing some advisors to refrain from using theiivises to avoid having to pass that extra cogbon
clients.

Regulatory Agencies

In addition to the mandatory federal registratiathwhe SEC, investment advisors are also requoed
register in almost all states. Most of these agenwiill supply histories of regulatory problemsrorestor
complaints upon request. Many even have toll-fi@@ iBumbers to encourage inquiries. An isolated
incident may not be significant, but multiple cowaplts or problems are a pretty strong wake-up Hah.
doubt, check it out. A quick check with the regatatcan be a good first screen to eliminate the bad
actors.
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What to Expect

A successful relationship should start out witHistia expectations. So, let's list the things tinaestmen
advisors can't do before we get into what theydmn(See Chapters22, and the Introduction if you ha
any questions.) Investment Advisors Can't:

« Time the market

+ Pick individual stocks

- Protect against loss

« Guarantee anything

- Refer you to anyone who can do any of the above

Given this somewhat negative list, you might beifeen if you wonder if investment advisors can add
any value to the investment process, and if sot ekactly their role ought to be. Having devoted
considerable time and effort to the question oftwbemanagement can add value through market timing
or stock selection, perhaps | have reached the paiare | shall be hoisted upon my own petard.

The Value of Investment Advisors
Education, Counseling, and Consulting

Investment advisors deal with a lot of very sucfitdsbright people. But, these people need guidamce
our particular field. They aren't going to walktire door with a clear understanding of their goals,
financial situation, risk tolerance, and time horizNor do they probably have a fully formed invesht
philosophy. Most don't have a working knowledgéafdern Portfolio Theory or know the many
limitations of the Capital Asset Pricing Model. Thmay think market timing is a great way to prevent
losses or they may want to bet the farm on a sisigig-up software company. They may even think tha
anything other than T-Bills is for deranged minds$yo

So, investment advisors are part educator, padhmdggist, and part consultant. One thing is foesu
There is no hope until the clients understand whiegg are, where they want to go, and what thetioop
are to get there. Unless the clients have reaksipectations and believe in the program, theylamnmed
to pursue rainbows endlessly. Nobody expects hrgyltdcessful people to mindlessly sign on to a majo
investment program without all the facts and arclgmlerstanding of the options.

As we have seen, even the most superior portfaliemcounter turbulence from time to time. The
environment is often one of constant temptationramide with the media providing many competingrsire
songs. Therefore, the initial education processt ineisonstantly reinforced or else the clients saibn
return to their old self-destructive ways.

Design and Implementation

Once the parameters are understood by both patsaane for the advisor to design the assetcaliion
plan which offers the highest probability of loregh success. Generally the solution should be fiame
which meets all the client needs with a comfortabéegin for error and with the least risk possilee
emphasis is on meeting needs rather than beatirkptear some other mythical yardstick.

Cost Containment
As a fiduciary of the investor's funds, one of piigne responsibilities of an investment advisdois
rigorously control total costs. While they proviae extremely valuable service, it certainly isn't a

infinitely valuable service. The world's markets @mly be expected to deliver so much. Every cént o
investment cost must reduce that total return.

137



While investment advisors charge fees, much ofdbst can be offset in other areas. For instance,
investment advisors should negotiate discountsamsaction fees, utilize low-cost funds wherever
available, provide access to funds which retaiestors generally cannot purchase for themselvels, an
strive to reduce the tax impact of their strategies

Independent advisors generally have far fewer esgeebuilt into their operation than the major Wall
Street firms. The typical brokerage operation inesllayers and layers of staff endlessly circugatin
memos to each other while housed in acres and athegh-priced office space, dining at gourmet
corporate dining rooms, and vacationing at luxesorts due to sales bonuses for sales of high-price
proprietary products. So, you can't expect econtirase.

Because of the efficiency offered by modern techgp| even very small accounts should be able tb fin
high-quality advisors for fees of one percent &feds under management, while larger accounts should
command discounts. Many investors will find thatithotal investment costs fall dramatically, altigb
because they are fully disclosed they may be awfaiteem for the first time.

Management, Housekeeping, and Service

Having determined goals, set a strategy, and imghéed your plan, there still remains a fair amaafnt
grunge work. Performance reporting, portfolio ranaing, consolidating statements, account superyisi
and continuing research should all be done forsmthat you can get a life. Of course, the consyland
communication process never ends; you should expasbnable access to the principals that make the
decisions on your account whenever you need adHtition, you should anticipate frequent reviewthwi
your advisor to keep him/her apprised of your peasand financial situation and to get strategyaiesl.
The nature of the fee-only compensation structegelires the advisors to deliver consistently higher
levels of service than their commission-based canpart. Fee only is pay-as-you-go. There are mogstr
holding dissatisfied clients so advisors' contraets be canceled with no penalty at any time. Autgis
must keep clients for years before they are irstirae position that a salesman is after his filst Jadis
requirement, in turn, means that advisors must prdynise what they can deliver, rather than promise
whatever is required to make the sale.

On the other hand, fee-only advisors who deliverg#rvice they promise are free to go about ddiag t
right thing for the client without the terrible gsre of having to sell something today. With dotslof
interest virtually eliminated, advisors and cliefitsl themselves in a win-win relationship, a true
partnership of shared interests.

The Bottom Line

While most investors cannot afford the advice theygiving themselves, financial advisors can levd
valuable service which investors should at leasbgsly explore. Like in sailing, better strateggtter
tactics, better tools, better execution, and béliwripline can be expected to lead to better, meliable
performance in the long term. The professional exdgeyield big dividends. These dividends will be
realized in terms of risk reduction, lower totakts) and a higher probability of actually attaining
reasonable long-term financial goals.

Properly devised and executed, the consulting-dasigplementation-supervision process will lead to
substantially better performance than most Amesddave been able to attain for themselves. If an
advisor motivates clients to invest, steers thamtime right markets and asset-allocation plamadet
their needs, communicates reasonable expectatiodpver time helps the clients to exercise the
discipline required to ultimately meet their godlse fee will be earned many times over.

Coming up

Pulling It All Together
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CHAFTER =4

Putting It All Together
The Bad News

There is broad general agreement that Americadatab launch an entire generation into retirement
without sufficient financial resources to suppbkm. These retirees can expect to live longerereti
earlier, and endure inflation longer than any &f generations that preceded them.

There is also broad general agreement that Ambkasane of the lowest savings rates in the world.
Recently there has been some hopeful speculatadraghformer yuppies and flower children actuadigl f
the cold breath of retirement, savings rates wipiove. So far, however, this is just idle happl.ta
Not only are investors loaded down with debt, disonary saving is thus far not an ingrained haltiis
can be partially attributed to the tax code, whaakcourages conspicuous consumption and punishgs thr
Government, even if it wanted to, is not likelyl® in a position to bail out the spendthrift; the
demographics are just too discouraging.

A consensus is developing that Americans needve sere, but little thought has yet been giverhio t
idea that they must also invest more effectivelyv8y the popular financial press or electronic meshd
you will get the distinct impression that everytis just peachy keen - investors are making doeaj-
term decisions for themselves, Wall Street is hagdut sage advice, and with just one more lisupé-
thing mutual funds fronMoney Magazineeverything will turn out great!

Of course, the truth is not so comforting. Investioave been carefully trained and continuously
conditioned to address the problem in just the wneay. While it's not exactly an Oliver Stone type
thing, there is a loose conspiracy to keep invedtothe dark. While all the players never gathed i
smoke-filled room to plot against investors, they'tineed to; apathy, greed, and ignorance all \gaite
naturally to keep investors locked in their mind-se

Almost all the players have an agenda in opposttoahe best interest of the investors. Wall Stvegsts
them to keep on buying expensive and profitablet{fe house) proprietary products. The media ig@ut
sell magazines, newspapers, or airtime; any usdfimation they might pass on in the processnsosk
an accidental by-product. Fund companies and managturally resist the idea that they are notyike
add value through their vaunted skills in eitherkeatiming or individual stock selection.

Individual investors, therefore, are being systéraly sucked dry without being made aware of weabl
alternatives. Like lambs led off to slaughter, tiayocently place their faith and future in exadtg
wrong hands. As you can imagine, the social, palitiand economic cost to America is enormous.
Lost in a sea of misinformation, investors floatl ahift hither and yon, reaping predictably poasuis.
Using either no strategy or a fatally flawed stggtehe overwhelming majority place their meagest an
hard-earned savings in the wrong markets and tiktofeven come close to a market return.

The Good News

There has, however, been a revolution on Wall §teeeall is not lost. Investors need no longemsititto
the tender mercies of Wall Street's barons. 'sia;, but investors already have available to tladirthe
tools needed to turn the situation around only thayt realize it yet. While most large institutsnave
embraced the new colors, the benefits have yeéltéo down to the masses.

Although we may expect some howling and rear gsknanishes from the barons, ours has been a
bloodless revolution with little cost. Investors shiirst abandon their preconceived notions, tlade and
use the gifts which modern finance has given te¢hailling to seek them out.

The action has proceeded on several fronts:

- New economic and financial theory has totally cleghthe investor's paradigm.

+ No-load mutual funds have appeared with just thlktibuilding blocks to execute the improved
strategies.

- Deregulation has added new institutions and discbrokerages with dramatically lowered costs.
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- Modern communications has liberated investors filoerequirement to physically inhabit Wall
Street.

« New technology has placed sophisticated and powerdnagement tools on the investor's
desktop.

« A new breed of fee-only investment advisors calizetall the above to deliver economical,
unbiased, and professional advice to the investocsstep.

Before investors can act effectively, they mustiffatheir misconceptions and vanquish the convaeatio
wisdom. Until they purge their heads of a lifetiofeaccumulated merde, there isn't going to be room
there for anything worthwhile.

Academic theory and institutional experience hala & tell us. Investing is a multi-dimensional
process. For starters, investors must considerneslrn, time horizon, and correlation before thag
construct an appropriate investment allocation pdathemselves. The most important points we ghoul
remember about each of these topics are elabdvated.

Return

Only equities offer investors a real rate of retsuifficient to meet their reasonable long-term go@lith

a little examination, most investors will conclutiat fixed income and savings-type asset classgdma
nothing more than a "safe" way to lose money sihee after-tax, inflation-adjusted return may be
negative.

Risk

Risk is the only reason that every investor wouldréfer equities for their long-term investmer@sie of
the most appropriate ways to measure risk is tadhesgariation around an expected rate of returghét
variation is generally associated with higher nesun the investment world. Investment professisnal
often measure volatility using Standard Deviation.

Risk can never be avoided. For long-term invesfarkire to assume reasonable risk may guarantge th
they will never achieve reasonable financial oly@st In other words, the biggest risk may be beiug
of the market.

Many investors have an exaggerated fear of rigkndfelieving that risk equates to a probable totd
of principle. This misunderstanding maepent them from making rational choices for ttegicumulatiol
needs. Of course, investment risk is only shorateariation, and fortunately for investors, manksk
falls over time. So, risky assets may be very ampate for even very conservative investors witbrag-
term time horizon.

Diversification is the primary investor protectiddefault or business failure risk is almost a mesue in ¢
properly diversified portfolio. It is just aboutetonly free lunch available in the investment bessm
Contrary to popular conception, diversification s@®t reduce expected return, only the variabdftthat
return. Failure to diversify properly is an unforgple investment mistake. Viewed from a slightly
different perspective, the market never rewardssiws for taking risks that could be diversifiezhs.

Correlation

Some types of diversification are better than atlier investors. Harry Markowitz demonstrated tinat
combining risky assets which do not move in logiste the market goes through its cycle, risk at the
portfolio level can be reduced below the averagésgsarts. This observation, made in 1952, led to
entirely different and more rational approachest@stment management. Markowitz's work was the key
perception upon which Modern Portfolio Theory (MRUgs built, and for this he was rewarded almost
forty years later when he was awarded with the INBbiee in Economics.

MPT revolutionized the way we think about investiBy examining each investment based on its
contribution to the portfolio rather than just s individual risk and reward, investors can fashio
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portfolios which fall above the traditional riskward line. Within certain limits, and over longesrmds,
investors can simultaneously increase rates ofrretnd reduce risk.

Time Horizon

Investors cannot design an appropriate plan fansiedves without understanding their time horizon.
Risky assets are not appropriate with short tinrezbos. An investor that finds himself forced tdl se
variable asset at a loss to cover a known or fesde commitment has committed a major blunder. On
the other hand, because risk is lowered with lotigez horizons, and because risky assets carry an
expected rate of return sufficient to realize sadifinancial goals, investors should pack inyiskssets as
their time horizon increases.

Time horizon has little to do with an investor'®aRather, it should be measured based on the texpec
liquidation of the investment. The concept thaeolthvestors must necessarily have lower risk &olee

is a diabolical idea that must be dispelled. Irtipalar, retirement time horizon must be measutddast
to the life expectancy of the investor. Only a detgn believes the Wall Street Journal theory that
investors can determine the appropriate percentagghting of stocks in their portfolio by subtrawii
their age from one hundred. This is a surefiregmpson for eating dog food in advanced age.

Efficient Markets

Embedded into MPT is the concept that marketsesasanably efficient. Because investors hate risdy t
will demand higher rates of return to compensagentifor risky assets. Stock prices for risky asasts
driven down until the expected rate of return pdegi the necessary return to buyers. Investors will
demand a rate of return which equals a risk-frez gareturn plus a market-risk premium plus a ptem
for the unique risk associated with the investmBoth buyers and sellers reach their opinion of the
proper value of stock by studying all availableadan the current condition and future prospecth®f
investment.

Knowledge and information travel so rapidly thaitimer buyers nor sellers will have an advantage: Fe
would argue that information is perfect, but prieasl up being set efficiently enough so that tiheag
not be much point in trying to outguess the market many hundreds of thousands of buyers andselle
have access to the same data in real time for a@ybthem consistently to realize an advantage.
Support for the efficient market theory comes frawariety of sources. In a groundbreaking study,
Brinson, Hood, and Beebower found that in ninetg-ofthe largest pension plans in the country, the
overwhelming determinant of performance was thestwment policy decision. In the study, the trio
defined investment policy as the percentage hotdingash, bonds, and stocks.

That simple decision accounted for ninety-four pat®f the plans' performance, leaving less than si
percent for both market timing and individual steetection. Attempts to either market time or selec
individual stocks on average cost the plans. Thaoois lesson is that investors should focus their
attention on the factors that have the highest anpa return while avoiding non-productive and bost
diversions with market timing and individual stasddection.

A study of mutual-fund performance illustrates thigity of trying to beat the markets. On averafimds
underperform the market in which they operate byuakheir expense ratios. Four of five will fail neeet
or beat an appropriate index. Beating an indexafparticular time period tells us almost nothingwtithe
prospects of a fund to outperform during a subseime period.

While many institutions with vast resources haweligd mutual-fund performance, none have been able
to reliably distinguish between luck and skill ord a formula which will predict future above-avgea
performance. Picking honor roll funds, funds wibkslof stars, or funds heavily loaded with up agamv
down periods has proven to be a costly and sedadifg exercise.

As with almost anything, there is an easy way ahdrd way to do something. Traditional attemptadd
value through management are almost impossibleayl,dde weight of the evidence indicates that
managers are unable to add value through eithéeetn@ming or individual stock selection. In fact,
attempts to actively manage equity portfolios haalably increased both cost and risk (variabitify
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returns) while lowering average returns!
Harness the Power!

There is, however, an easier, lower-cost, lowdaniay to attack the problem. Asset-class investifigrs
long-term investors superior returns and a muchdrigrobability of achieving their goals. Simplytpu
investors can buy the whole market, or attractiogipns of markets, through indexes. Rather thduloe
in the fruitless exercise of attempting to beatrttegket, investors can harness or capture thediides
power of the world's markets. By combining thesek®is according to their risk, return, and corielat
to each other (MPT), investors can form superiatfplios.

Asset-class investing relies on neither marketrtgmor individual stock selection. It makes no
predictions nor requires any supernatural insigbt.long-term success to be assured, disciplined
investors need only assume that the value of thédis@conomy will continue to grow. This seems a
reasonable bet for a capitalist to take, since®y@ars of recorded history support this.

Asset-class investing has been embraced enthusiastyy institutions. In just a few years, abduttly-
seven percent of the institutional marketplacedthgpted this approach. Less than two percent of
individuals, however, utilize this no-nonsense hhygeffective, low-cost, low-risk technique.

Investors who wish to increase their chance ofesgavill find that no-load mutual funds offer almtse
perfect building block for asset-allocation invasti At their best, mutual funds offer instant, wide
diversification within a target market at a verirattive low cost. However, with over 7,000 non rapgn
market mutual funds available in the United Stalese, selection is a problem.

As a rule of thumb, avoid any fund with either anfr or back-end load. Shoot for funds with very low
expense ratios. Also, eliminate any funds that moll stay fully invested and which do not restrict
themselves to a market or well-defined segmentrofiget (i.e. avoid style drift).

Deregulation - The Beginning of Revolution

After May Day, Wall Street was never the same. ifiq@ications for investors were not only enormous,
they were quite positive. Previously, Wall Streeiswhe only game in town and it made cost compatiti
illegal. Wall Street did what any good monopoligiul do - it screwed the public with high priceslan
poor service.

Initially, deregulation resulted in higher costs fiedividual investors, but the arrival of new eartts tilted
the balance of power in the individual's favor. dagnt brokerages and no-load mutual funds slashed
prices and improved service for investors of vepdest means. And when small investors combined
forces in Schwab's mutual-fund marketplace, thelglsaly had all the tools to craft portfolios of
remarkable sophistication without the "help" of W&tireet's robber barons.

The runaway success of Schwab's program attracbeel competition and will keep the pressure on for
even further improvements. For the investor, thigist another example of the positive effects of
competition combined with capitalism.

Wall Street's Rear Guard Action

Wall Street's barons can be expected to put oiritesirearguard defense of their valuable turf. While
one is expecting their immminent demise, they acedavith pressure to clean up their act and provide
better service at lower costs while being burdemigia an enormous disadvantage in both structure and
cost. How much they can fiddle with a flawed congaion system remains to be seen.

Conflicts of interest inherent in the commissiorséd sales system corrupt the entire process. Tée sa
force is poorly trained to implement advanced styes and the profit margins on those strategesair
sufficient to cover the tremendous built-in overtheda giant brokerage firm. Thus far, no serious atte
has been made to pass on the cost savings genbyateadern technology. Rather, the savings have bee
sopped up by Wall Street's bloated establishmehethe public wakes up, the Street is a natural
candidate for vigorous downsizing.
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Wall Street's big advantage in the retail markebasketing prowess. Generations of advertising have
established a formidable brand name and identhis position is constantly reinforced by enviable
advertising and public relations budgets which emsliat Wall Street's barons are high in your
consciousness when you consider investing.

On the other hand, Wall Street's abuses have lzeeelspublicized, widely known, and shocking that
few investors really like or trust the Street'sdustock peddlers. As investors become more awatteeof
alternatives, mass numbers can be expected totd&liely market share loss is liable to get the &lse
attention. Doing what is in your own best interegbting with your feet - will force reform and ens the
successful conclusion of the revolution.

A New Breed of Financial Advisor

Deregulation, along with advances in technologgwsped an entirely new breed of professional advisor
Fee-only advisors can now operate from any platie avplug-in phone line, bringing low-cost,
independent, objective, and professional advidh@highest quality and sophistication right to the
investor's neighborhood. The clear separationeftties or brokerage function from the advice fonct
eliminates conflicts of interest and puts the aglven the same side of the table as the client.

Wall Street's abuses have been so frequent, aralltteatages of fee-only compensation so obvioas, th
the demand for the new advisors has fueled ex@agiowth. While fee-only is a far better way toided
service and advice, it doesn't guarantee competmneeen honesty. Investors must still do their due
diligence when selecting an advisor.

All that remains is for the individual investortiake advantage of the gifts he or she has been.give
Everywhere the investor looks, things are gettietids, but looking is the key since neither thekbrage
industry, the fund companies, nor the media hasleegp commitment to providing fundamental education.
Bad advice is far more profitable than good adWeenearly all the players.

Wall Street's profits are simply not linked in amgy to investor profits. As long as turnover isthithe
Street wins either way. With more than 7,000 mutuatls clamoring for shelf space and public attanti
hype is the order of the day in fund advertising.léng as Americans will buy dangerous drivel posia
serious financial commentary, the media will happilovide it.

America is a land of shocking financial illiteradgonically, while few investors have any kind ohb-
term plan and fail to recognize the dimensiondefgroblems facing them, most are still supremely
confident of their abilities. Their lack of disdipé and indulgence in self-destructive financididgor,

not surprisingly, yields dismal results. Projectthgse results forward generates visions of almost
unimaginable financial hardship as the boomers maiicto retirement without the financial assets to
sustain them.

Just Do It!

Most boomers still have time to avoid a financigldter. To do this, however, they must begin tiget
for some serious investments along with their BMWisthe books and do their financial homework,
formulate meaningful investment plans, learn inmesit discipline, and reform their own behavior.sThi
book, and others amy reading listwill give you the background you need to starit,Btart you must
since time is running out. If you end up missing benefits of the financial revolution you will leav
nobody to blame but yourself.

Investors without the time, inclination, or res@sd¢o administer their investment program should
consider delegating the duty to a qualified finahadvisor. The vast majority of investors simpinnot
afford the free advice they have been giving thévese Investing is a serious business and it idikely
that investors will stumble upon reasonably effitiportfolios by themselves.

Marx Had It Wrong

Marx just couldn't imagine that the workers coutdl @p owning the system. Capitalism is the revotuti
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of the twenty-first century and beyond. The maitsalf is the greatest wealth-generating mechartism
world has ever seen. A properly diversified portfaf the world's equities will harness the tremaunsl

power of the growth in the global economy for yRiding that wave rather than fighting it is theimkite
Investment Strategy for the Twenty-first Century.

144



145



