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E ach ye a r, time, effort and money are needlessly

consumed by investors on issues that have little or

no potential to help them maximize their assets,

enhance their lives and achieve their goals. 

Greed and fear, an inve s t o r’s worst enemies, ro u t i n e l y

m i s d i rect investors. The unfortunate result is that most

individuals end up with expensive, poorly diversified and

d i s o r g a n i zed portfolios. In addition, most investors end up

paying a substantial amount of unnecessary tax on their

i n vestments. Many such investors lack a stru c t u red inve s t-

ment strategy. As such, they are easily “s o l d” inappro p r i a t e

i n vestments in the endless pursuit of the next hot manager

or “s u re thing.” T h rough hard work and persistence they

may accumulate a large number of different inve s t m e n t s ,

but their investments rarely serve them in an organized and

optimal manner. 

Because most investors lack a disciplined inve s t m e n t

s t r a t e g y, greed and fear often motivate them to make

i n vestment decisions based on forecasts of future eve n t s .

They attempt to “time the mark e t” by moving inve s t m e n t

dollars in and out of the market in an effort to be fully

i n vested during rising markets and out of the market when

prices are falling. Another form of m a rket timing i n vo l ve s

shifting investment dollars out of industries expected to

p e rform poorly and into industries expected to beat the

overall market. 

To make informed decisions on the direction of the mar-

ket, many investors spend a significant amount of time keep-

ing up with the latest market news. Cable TV stations such

as CNBC, CNN-FN and Bloomberg Financial Ne t w o rk

attract their fair share of viewers. Radio also touts many

g u ru s —Bob Br i n k e r is a favo r i t e .

Even those investors who concede that it is impossible to

“time the market,” often expend great energy trying to find

the next market-beating fund. They carefully analyze each

issue of Mo rningstar with special attention to the newest Fi ve

Star fund. The same people often subscribe to popular per-

sonal finance magazines—Mo n e y, Forbes, Sm a rt Mo n e y, a n d

Wo rt h—hoping to gain an edge. They believe if they re a d

just one more issue, they just might learn about the up and

coming fund that is certain to make next ye a r’s Top 10 list.

For those more technologically capable, websites like Mo t l e y

Fo o l and MSN Money Ce n t ra l a re anxious to give away bril-

liant investment ideas for the mere opportunity of exposing

you to their sponsors’ banner ads. Needless to say, in addi-

tion to confusing and complicating matters, the noise gener-

ated by the investment media sadly dive rts inve s t o r s’ atten-

tion away from the issues that really do matter. 

The purpose of this position paper is to explore the issues

that really do matter—those issues that, if properly har-

nessed, allow you to build better portfolios that maximize

your return while reducing and controlling risk. Our pur-

pose in presenting this re s e a rch is to provide you with

enough information to make a fully informed decision

re g a rding your long-term investment strategy. 

Building Better Portfolios
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A sset allocation is the most important tenet of

successful long-term investing. The asset alloca-

tion decision should be the epicenter of the

e n t i re investment process. Nobel Pr i ze winner Wi l l i a m

Sharpe says, “It is generally agreed by theoreticians and

practitioners alike, that the asset allocation decision is by

far the most important one made by an inve s t o r.”

You have no doubt heard the expression, “The thre e

most important things for success in real estate inve s t i n g

a re location, location, location.” This also holds true when

i n vesting financial assets. A hallmark study by Br i n s o n ,

Hood & Be e b owe r, published in the Financial An a l y s t s

Jo u rn a l, confirms the importance of asset allocation. T h e

study analyzed the investment results of 91 of the largest

U.S. pension plans. The purpose of the study was to deter-

mine the re l a t i ve contribution of asset allocation, mark e t

timing, and security selection (stock picking) to ove r a l l

p o rtfolio performance. As shown in Fi g u re 1, asset alloca-

tion, the location of investment dollars, explained 94% of

i n vestment performance. 

Un f o rt u n a t e l y, most investors, even most pro f e s s i o n a l

i n vestors, spend the majority of their time and re s o u rc e s

t rying to achieve superior returns by focusing on mark e t

timing and security selection, with little emphasis placed

on asset allocation. The great majority of re s o u rces are

consumed focusing on the ve ry factors (selection and mar-

ket timing) that matter the least. In fact, such activities

actually hurt performance. 

The investment industry’s most respected experts con-

firm the futility of market timing and security selection.

Re g a rding market timing, re n owned investor Wa r re n

Buffet has said that he has “long felt that the only value of

stock forecasters is to make fortunetellers look good.”

Peter Lynch wrote that he has never anticipated any mar-

k e t’s decline or rise and says that experts “c a n’t pre d i c t

m a rkets with any useful consistency any more than the

g i z z a rd squeezers could tell the Roman emperors when the

Huns would attack.” Prior to his death, Be n j a m i n

Graham, the grandfather of security analysis, said, “I am

no longer an advocate of elaborate techniques of security

analysis in order to find superior value opportunities. T h i s

was a rew a rding opport u n i t y, say, 40 years ago; but the sit-

uation has changed...[Today] I doubt whether such exten-

s i ve efforts will generate sufficiently superior selections to

justify their cost…I’m on the side of the ‘efficient mark e t’

school of thought…”

C o n t r a ry to popular opinion, asset allocation is actual-

ly quite simple. It refers to how your investment dollars

a re distributed among various asset classes such as those

illustrated in Fi g u re 2. In simple terms, portfolios allocat-

ed primarily among equities p rovide stock-like re t u r n s .

In vestors owning bonds get bond-like returns. T h i s

decision, more than any other, will determine an

i n ve s t o r’s l o n g - t e r m results. Said another wa y, the deci-

sion to be in equities instead of certificates of deposit has

a far greater long-term impact than the decision to be in

Equity Fund A instead of Equity Fund B. 
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Asset Allocation is the Pr i m a ry 

Determinant of Pe rf o r m a n c e

94% Asset 
A l l o c a t i o n

4% Security

S e l e c t i o n

I n f l a t i o n

T- B i l l s

Intermediate Treasury Bonds

Large International Stocks (MSCI EAFE)

Large U.S. Stocks (S&P 500)

Small U.S. Stocks (Ibbotson S m a l l )

Small International Stocks (DFA Int’l Small)

Source: Ibbotson Associates, Dimensional Fund Advisors,
Standard & Poors, Morgan Stanley Capital International

Source: Brinson, Hood & B e e b o w e r, Financial Analysts Journal

2% Market

Ti m i n g

A n n u a l i zed In vestment Returns 

for Various Asset Classes (1970 - 2000)
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Asset Allocation is the Most
Important Investment Decision
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Few investors place all of their money in a single

s e c u r i t y. To the contrary, most investors own seve r a l

securities. This produces a desired effect known as

d i ve r s i f i c a t i o n. Si m i l a r l y, successful investors do not inve s t

all of their money in a single asset class. In vestors using

p roperly diversified asset allocation strategies own seve r a l

separate and distinct asset classes. It is this dive r s i f i c a t i o n

among asset classes that results in reduced risk and

enhanced long-term returns. 

All broadly diversified asset classes grow “over time.” T h i s

is inherent to financial markets. But in the short term, asset

class investment performance is re m a rkably less cert a i n .

Recent market experience proves this! In the 18 months

ended September 30, 2001, the U.S. stock market had fall-

en 32.0% as measured by the Wi l s h i re 5000™ (total stock

m a rket index).

While investors enjoy the long-term growth associated

with the equity markets, s h o rt - t e rm losses (such as 2000-

2001) are generally a source of anxiety and often result in

insomnia. Ef f e c t i ve asset allocation d i versifies your inve s t-

ments among several distinct asset classes. These asset class-

es rarely all experience losses at the same time. Sh o rt - t e r m

losses in one asset class are frequently offset by gains in oth-

ers—thus smoothing returns. This “smoothing effect”

reduces short-term risk and enhances long-term return. T h e

adjacent page illustrates this “smoothing effect.” 

The hypothetical illustration shows what might happen

if an investor created a portfolio by combining U.S. large

company stocks, international small company stocks, and

U.S. government bonds. Each of these asset classes grow s

over the long run; howe ve r, each asset class’s short - t e r m

gains and losses show distinctively different patterns. Sh o rt -

term gains and losses often offset each other. Notice that at

each point labeled A through F, one asset class experiences

s h o rt-term losses while one or both of the other asset class-

es earn positive returns. Te c h n i c a l l y, this is called n e g a t i ve

c o r re l a t i o n. Ne g a t i ve correlation reduces risk by causing

the “smoothing effect” evident in the combined, dive r s i f i e d

p o rtfolio (1)+(2)+(3) graph.

Risk reduction is possible because d i f f e rent asset classes

respond differently to economic and world events. As a

result, different asset classes follow unique short - t e r m

g rowth patterns. For example, while most asset classes

declined in 2000, bonds and U.S. small company va l u e

stocks performed ve ry well. In vestors that maintained expo-

s u re to these previously out of favor asset classes perf o r m e d

better than most investors during this difficult ye a r.

Diversifying among different asset classes also increases

long-term returns. The short-term risk (evidenced by the

bumpiness of the graphs) is no greater for the combined diver-

sified portfolio (1)+(2)+(3) than for government bonds (3).

The return for the diversified portfolio is, however, much

higher. This higher growth rate is evidenced by the high slope

of the combined portfolio (1)+(2)+(3). 

Effective Asset Allocation Reduces
Risk and Improves Return
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Proper Di versification Among 

Asset Classes Provides Higher Re t u r n s

With Reduced Risk

U.S. Large Company

Stocks (1)

A B C D E F

H i g h R e t u r n

H i g h R i s k

Ti m e

International 

Small Company Stocks (2)

H i g h e r R e t u r n

H i g h e r R i s k

Ti m e

U.S. Government 

Bonds (3)

L o w R e t u r n

L o w R i s k

Ti m e

Globally Diversified

Stock/Bond Portfolio

(1) + (2) + (3)

Combined Diversified Portfolio

(1) + (2) + (3)

H i g h R e t u r n

“R e d u c e d” R i s k

Ti m e
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INVESTOR A: SIMILAR RISK, MORE RETURN

INVESTOR B: SIMILAR RETURN, LESS RISK

A sset allocation has consistently added value and

return over long periods of time in both a quan-

tifiable and statistically proven manner. Asset

allocation has been proven to be critical in helping

i n vestors accomplish their financial objectives. 

Unlike fads and flawed investment theories, asset allo-

cation has clearly stood the test of time. The benefits are

convincing. Ef f e c t i ve allocation strategies allow inve s t o r s

to choose between earning higher long-term re t u r n s

and/or reducing short-term risk.

The adjacent page illustrates the importance of effec-

t i ve asset allocation. The example profiles two new l y

designed portfolios for In vestors A and B. (Note: see the

definitions for each port f o l i o’s asset classes in the back of

this booklet.) 

Or i g i n a l l y, each investor owned only a diversified port f o-

lio of U.S. large company stocks. The risk and return char-

acteristics of their portfolios resembled the S&P 500™

index (top pie chart). The S&P 500™ earned a compound

annual return of 13.0% over the 28-year period betwe e n

1973-2000. During the same 28 years, the S&P 500’s ™

s t a n d a rd deviation (a statistical measure of risk) was 17.7%. 

To save enough money for early re t i rement, In vestor A

d e s i red to earn more than the return historically prov i d e d

by the S&P 500™. In vestor B was comfortable earning

S&P 500™ returns but felt his portfolio was too risky.

Each investor was quite happy to learn he could solve his

p roblem by designing a better portfolio with effective asset

allocation strategies.

In vestor A diversified his portfolio with U.S. large com-

pany and small company stocks, large and small company

international stocks, and value stocks. By so doing, In ve s t o r

A (In c reased Return) learned that his new portfolio would

h a ve historically earned 15.0% per year—a 2% improve-

ment over the S&P 500™. The new port f o l i o’s standard

deviation (risk) actually declined from 17.7% to 16.4%.

In vestor B diversified 30% of his portfolio with one-

year and i n t e rm e d i a t e - t e rm bonds, and diversified the

remainder of his assets among a portfolio of U.S. and

international stocks. In vestor B’s (Reduced Risk) historical

return actually increased slightly (return increased to

13.2% from 13.0% originally) while his risk dro p p e d

almost one-third! The standard deviation of the new port-

folio dropped by over 5%, from 17.7% to 11.5%. T h e

n ew “reduced risk port f o l i o” produced negative returns in

only three years compared to six for the S&P 500™. 

Effective asset allocation strategies allowed each investor to

accomplish his goals. Investor A was able to increase his return

at the same level of risk while Investor B was successful in low-

ering his risk at the same rate of return. 

Effective Asset Allocation Strategies 
Use Broad Global Diversification
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In vestor A: Similar Risk, Mo re Return 

In vestor B: Similar Return, Less Risk

Annual Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 1 2 . 9 8 %

Risk Level
(Std. Deviation) . . . . . . . . . . . . . . . . . . . . . 1 7 . 6 8 %

# of Negative Years 
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 6 of 28

Worst 12 Month Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . - 3 8 . 9 3 %

Worst 3 Year Return
Cumulative (1973-2000) . . . . . . . . . . . . . - 1 3 . 9 %

Annual Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 1 5 . 0 3 %

Risk Level
(Std. Deviation) . . . . . . . . . . . . . . . . . . . . . 1 6 . 4 2 %

# of Negative Years 
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 4 of 28

Worst 12 Month Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . - 3 2 . 8 8 %

Worst 3 Year Return
Cumulative (1973-2000) . . . . . . . . . . . . . - 2 . 7 4 %

Annual Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 1 3 . 2 3 %

Risk Level
(Std. Deviation) . . . . . . . . . . . . . . . . . . . . . 1 1 . 5 3 %

# of Negative Years 
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . 3 of 28

Worst 12 Month Return
( 1 9 7 3 - 2 0 0 0 ) . . . . . . . . . . . . . . . . . . . . . . . . . - 2 2 . 7 4 %

Worst 3 Year Return
Cumulative (1973-2000) . . . . . . . . . . . . . 5 . 8 4 %

Large Value Stock 
( 2 0 . 0 0 % )

Small Value Stock
( 1 5 . 0 0 % )

International Large
Stock (8.00%)

International Va l u e
Stock (7.00%)

International Small
Stock (15.00%)

Small Stock (13.00%)

S&P 500 Stock (22.00%)

One Year Bonds
( 1 5 . 0 0 % )

I n t e r m e d i a t e
Bonds (15.00%)

International Large
Stock (5.00%)

International Small
Stock (10.00%)

International Va l u e
Stock (6.00%)

Small Stock (8.00%)

Small Value Stock
( 1 1 . 0 0 % )

Large Value Stock 
( 1 5 . 0 0 % )

S&P 500 Stock (15.00%)

Fi g u re 4

ORIGINAL U.S. STOCK PORTFOLIO BEFORE DIVERSIFICAT I O N

100% Large 
U.S. Stocks
(S&P 500)



In vestors who adopt effective allocation strategies are

not limited to simply increasing return or re d u c i n g

risk. Savvy investors can stru c t u re portfolios that

incorporate any combination of these two objectives. In

fact, investors can theoretically choose between hundre d s

of efficient portfolio combinations that offer high re t u r n s

for any given level of risk. 

The previous section illustrated how In vestor A sub-

stantially increased his return while maintaining ro u g h l y

the same risk level. In vestor B maintained a similar re t u r n

but reduced his risk by one-third. Each investor accom-

plished his objective by using effective asset allocation

strategies. 

Mo d e rn Po rtfolio T h e o ry (MPT)1, the technique used

to design In vestor A’s and In vestor B’s properly dive r s i f i e d

p o rtfolios, has completely transformed the way institu-

tional investors design portfolios and manage risk. We

n ow bring this same technology and application of prove n

i n vestment principles to individuals and institutional

i n vestors alike.

MPT asset allocation techniques do not limit inve s t o r s

to choosing between “o n l y” more return or “o n l y” less risk.

Many investors prefer to accomplish a combination of

these benefits. Some investors are willing to sacrifice some

return in order to further reduce risk. Other investors are

willing to accept even higher risk for additional re t u r n .

Sophisticated computer technology allows creation of effi-

cient investment strategies to meet any inve s t o r’s risk and

return re q u i re m e n t s .

The bottom graph (Fi g u re 6) illustrates hundreds of

efficient investment portfolios formulated using MPT.

In vestors can choose portfolios with risk and return char-

acteristics that fall between In vestors A and B.

A l t e r n a t i ve l y, investors can choose portfolios that offer

m o re return than In vestor A, or less risk than In vestor B.

The hundreds of possible portfolio combinations form

what economists call the Efficient Frontier Cu rve. 

The Efficient Frontier Cu rve illustrates, in graphical

format, all efficient investment portfolios theore t i c a l l y

a vailable to investors. Un f o rt u n a t e l y, most inve s t o r s’ port-

folios typically fall in the shaded area under the curve .

This means that the typical investor does not re c e i ve full

compensation for assumed risks. In other words, most

i n vestors are receiving too little return for the level of risk

they take. 

It is also worth noting that it is impossible to consis-

tently earn returns above the curve. Un f o rt u n a t e l y, there is

no such thing as high return with low risk. In vestors are

best served by choosing portfolios that fall directly on the

Efficient Frontier Cu rve .

1 William F Sharpe, Harry Markowitz and Merton Miller shared the Nobel Prize in
Economics in 1990 for their pioneering work in Modern Portfolio Theory.

Modern Portfolio Theory Balances Risk
Reduction with Improved Return
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Hu n d reds of Properly Allocated Po rt f o l i o s

Form the Efficient Frontier Cu rve

Reduced Risk
Investor B:
Reduced Risk
Similar Return
Less Risk

Original 100%
U.S. Stock Portfolio
Sub-Optimal Risk and
Return Combination

Investor A:
Increased Return
More Return
Similar Risk

Less Risk More RiskHistorical Risk

Fi g u re 5

Fi g u re 6

In vestor A: In c reased Returns 

In vestor B: Reduced Risk 

High Return, Low Risk Portfolios
Above the Curve Cannot be
Sustained Over the Long-run

Investment Portfolios Below the
Efficient Frontier Curve Inadequately
Compensate Investors for Risk

T- B i l l s

Intermediate Bonds

Reduced Risk

Long-term Bonds

Large U.S. Stocks
(S&P 500)

Small Stocks

Avg. Single Stock

Less Risk More RiskHistorical Risk

B

A

Large U.S.
S t o c k s

(S&P 500)



MPT techniques re q u i re a thorough understand-

ing of financial markets, use of sophisticated

statistical tools and the ability to maintain a

highly disciplined approach to investing. We help inve s t o r s

put MPT into practice by offering model investment port-

folios that fall strategically on the efficient frontier curve. We

design, maintain and monitor these models—making long-

term strategic changes when it is advantageous. Each model

offers investors a unique balance of risk and return and may

be customized to your special circ u m s t a n c e s .

MPT uses complex statistical calculations called Me a n -

Variance Op t i m i z a t i o n. Our knowledge, skill, and disci-

pline combined with the rapid evolution of computer

technology allow us to perform these complex calculations

and apply Nobel Pr i ze winning technology to your indi-

vidual or institutional port f o l i o. 

Fu rt h e r m o re, only recently have individual and small

institutional investors gained access to appropriate asset

class and index funds re q u i red for the effective applica-

tion of MPT. Growing numbers of no-load In s t i t u t i o n a l

Asset Class Fu n d s n ow allow investors to utilize the same

i n vestment vehicles traditionally re s e rved for the nation’s

largest pension plans. Our collective institutional buying

p ower allows you access to these restricted funds.

Probably the largest limiting factor related to the slow

adoption of MPT by individuals and small institutions is

the poor discipline inherent to the financial sales and bro-

kerage industry. Tr a d i t i o n a l l y, investments are sold on the

merits of security selection, market timing or past perf o r-

mance. Asset allocation and risk management re c e i ve little

emphasis. Instead, sales people in the brokerage industry

often appeal to the inve s t o r’s worst enemies—fear and

g reed. Because brokers are generally paid when inve s t o r s

buy or sell investments, they may benefit by keeping

i n vestors slightly off balance. The more they can persuade

an investor to buy or sell (appealing to fear and greed), the

m o re commission they earn. When a broker sells a “bad”

fund, the remedy is selling a “better” one—often earning

yet another commission.

Our model portfolios eliminate this cycle. As shown in

Fi g u re 7, investors can efficiently balance their need for

i n vestment return with their tolerance for risk. Each port-

folio maximizes returns for the chosen level of risk. 

Effective Asset Allocation Strategies
Utilize Modern Portfolio Theory (MPT)

1 0 1 1

We Design Ef f e c t i vely Di versified Mo d e l

Po rtfolios Covering the Efficient Fro n t i e r

Cu rve’s Risk & Return Sp e c t ru m Fi g u re 7

Portfolio Combinations 
Above the Curve Do Not Exist

Individual Investments and
Portfolio Combinations Below
the Curve Inadequately
Compensate Investors for Risk

Large U.S. Stocks
(S&P 500)

Reduced Risk

2 0 / 8 0
(Stock/Bond Ratio)

4 0 / 6 0

3 0 / 7 0

5 0 / 5 0

6 0 / 4 0

7 0 / 3 0

8 0 / 2 0

9 0 / 1 0

1 0 0 / 0

Less Risk More RiskHistorical Risk



Successful investors know that time mitigates poten-

tial for loss. An understanding of investment risk

a l l ows investors to develop and maintain a disci-

plined long-term investment strategy. Wa r ren Buffett, one

of the most successful investors of our time, once suggested

that fear and greed are an inve s t o r’s worst enemies. Wi t h o u t

a disciplined and well-defined strategy, fear and gre e d

inevitably result in self-sabotaging investment decisions.

O ver the long run, we l l - d i versified investments m u s t

i n c rease in value. T h e re is a commonly accepted hierarc h y

of expected returns. Small stocks outperform large stocks.

Large stocks outperform bonds. Lastly, bonds outperf o r m

cash. While this hierarchy is ve ry predictable over long

periods of time, s h o rt - t e rm re t u rns are much less cert a i n.

This uncertainty is called “r i s k.” 

Because short-term risk is unpredictable, most

i n vestors rarely understand the good and bad implications

of risk. This naiveté often leads to needless anxiety, sleep

loss, and poor decisions.

In the short term, investors often define risk as “losing

m o n e y.” Sh o rt-term risk is related to stock and bond mar-

ket fluctuations caused by the economy, world eve n t s ,

i n t e rest rates, inflation, investor sentiment and a myriad of

other factors. 

Fi g u re 8 illustrates short-term risk. The graph illustrates

the best and worst 12-month returns for hypothetical port-

folios ranging from 20% equity and 80% fixed income

( e x t remely conserva t i ve) to 100% equity (aggre s s i ve ) .

During the period of 1973-2000, the range of 12-month

returns is wide. The sample portfolios are not without risk—

each portfolio had negative returns in one or more years. T h e

20/80 portfolio clearly had the least amount of short - t e r m

risk. Be t ween 1973-2000, its worst 12-month return was -

8.7%. In comparison, the 100% stock portfolio (100/0) lost

40% in its worst ye a r.

People often panic when their investments experience

s h o rt-term losses. They fear their money is gone fore ve r. T h i s

is untrue if the portfolio is properly diversified. In vestors lose

money only if they liquidate their portfolio when its value is

d own. Rather than liquidate, the investor should understand

that patience and time work to their advantage. Over long

periods of time, disciplined investors are nearly assured of

earning positive re t u r n s — e ven if they initially experience

s h o rt-term losses. The bottom chart (Fi g u re 9) illustrates this.

The range of historical returns for investors with 10-ye a r

i n vestment horizons is narrow. The worst 1 0 - year return was

a p o s i t i ve 8.2%, compounded annually. The extremely con-

s e rva t i ve 20% stock portfolio earned this re t u r n .

In t e re s t i n g l y, the worst 10-year return for the aggre s s i ve

100% equity portfolio actually performed better than the

worst-case return for the extremely conserva t i ve port f o l i o.

The worst 10-year annualized return for the 100% equity

p o rtfolio was 8.6% per year—0.4% better per year than the

supposedly lowest risk port f o l i o.

Sm a rt investors re c o g n i ze that experiencing an occasion-

al short-term loss is inevitable. Ac c o rd i n g l y, they attempt to

honestly evaluate their risk tolerance and then choose a port-

folio that does not produce larger short-term losses than

they are comfortable with. 

Successful Investing Requires Learning
About Short- and Long-term Risk
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In vestment Risk is Reduced Ove r

Extended Time Ho r i zo n s2
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2 Each portfolio’s fixed income exposure consists of 50% one-year treasury bonds and 50% intermediate bonds. Equity exposure assumes 75% domestic equities
and 25% foreign equities.
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Low investment costs are critical to improving the

benefits of effective asset allocation. In ve s t m e n t

costs consume p r i n c i p a l. Costs include the “o bv i-

ous,” brokerage c o m m i s s i o n s and sales loads, as well as the

not so obvious hidden costs—i n t e rnal fund expenses,

12(b)-1 fees, transaction costs, bid-ask spreads, surre n d e r

penalties, and unnecessary taxes, among others.

T h e re are few guarantees in inve s t i n g — m a rket pre d i c-

tions are inaccurate, past performance doesn’t reflect future

p e rformance, and guaranteed interest rates are only as re l i-

able as borrowers. Costs and their bad effects on re t u r n s ,

h owe ve r, are guaranteed. In vestors get no economic benefit

f rom paying sales charges, loads, or commissions. And, once

paid, commissions can never be re c ove red. We believe there

is no reason to pay these charges. Fi g u re 10, on the adjacent

page, shows the typical percentage of investment principal

that is immediately consumed by sales charges. 

Only “t ru e” no-load funds a l l ow investors to keep all of

their initial inve s t m e n t. Other mutual funds assess charges

b e t ween 3% and 8.5% to pay the salesman b e f o re yo u r

money is ever inve s t e d. Only the remaining money—as little

as 91.5 cents on the dollar—is actually inve s t e d .

“Account Exe c u t i ve” and other lofty titles are just

euphemisms for “s a l e s m a n.” Professional salesmen are

trained to sell. Salesmen often persuade amateur inve s t o r s

to purchase commission based products by presenting only

limited, incomplete or perhaps even misleading informa-

tion. They justify the high costs of their re c o m m e n d a t i o n s

based on past performance; yet, past performance rare l y

repeats itself. Salesmen suggest that “sales charges are irre l e-

vant because mutual funds are long-term inve s t m e n t s.”

Howe ve r, any way you cut it, the money paid for sales

charges is gone. Some salesmen even suggest that high

f ro n t - l o a d s a re offset by lower annual fund costs. This, too,

is simply false. 

“ Hi d d e n” internal fund expenses are probably even more

damaging to long-term investment performance. Mo s t

i n vestors don’t even re a l i ze they pay these charges because

their statements don’t itemize the costs. Instead, internal

costs just reduce re p o rted investment returns. 

Internal costs fall into two categories—expense ratios

and transaction costs. The pie charts to the right illustrate

these costs. Expense ratios include management fees,

12(b)-1 commissions, and administrative expenses.

C o n ventional retail mutual funds charge an average annu-

al expense of 1.6%3. Internal transaction costs often add an

additional 1.0% per year in hidden expense. 

We recommend “t ru e” no-load, institutional, index

funds. While not free, total internal costs are gre a t l y

reduced. Costs typically run only 0.3% (3/10ths of 1%)

a n n u a l l y. Assuming a gross annual return (before costs) of

10%, “institutional” index funds allow investors to re t a i n

9.7% compared to 7.4% for conventional “re t a i l” mutual

funds. Which would you pre f e r ?

Bottom line, the only thing guaranteed in investing is

that if you spend less, you keep more. Focusing on low cost,

no-load investments assures higher long-term re t u r n s

t h rough simple thrift.

3 Morningstar Principia, 12/31/2000

Controlling Costs Enhances Benefits of
Global Asset Allocation Strategies
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Sales Charges Di rectly Consume

In vestment Pr i n c i p a l

The Impact of Internal Costs on Re t u r n s

(Assumes 10% Gross Annual Re t u r n )

Fi g u re 10

Fi g u re 11

L o w - L o a d
Mutual Funds

D e f e r r e d
Load Mutual Funds*

Typical Front-Load
Mutual Fund

High Front-Load
Mutual Fund

1.6% Average Expense Ratio

1.0% Transaction Costs

2.6% Total Annual Costs

0.2% Typical Expense Ratio

0.1% Transaction Costs

0.3% Total Annual Costs

7.4% 
Net Return

9.7% 
Net Return

Conventional “Retail”
Mutual Funds

Indexed “Institutional”
Mutual Funds

Typical Loaded Mutual Funds
Directly Reduce Investment
Principal By These Percentages:

*While the Deferred Load disappears after 4 – 7 years for many “B-Class” Mutual Funds, such funds still cause investors to
incur sales charges via higher annual internal expense ratios & 12(b)-1 fees.

3 %

5 – 6%

8 . 5 %

5 . 7 5 %

Source: Morningstar,  Bridgewriter & Savant Estimates



Successful investors adopt disciplined inve s t m e n t

plans. In vestment plans should be formalized in

writing, implemented cost effective l y, and main-

tained with a systematic rebalancing strategy. 

Most investors buy high and sell low—exactly the

opposite of what is re q u i red to be successful. Fear and

g reed cause investors to lose track of their long-term per-

s p e c t i ve and react abruptly to short-term market eve n t s .

Disciplined investment strategies help investors maintain

long-term focus and reduce temptations to make short -

sighted decisions. 

In any given ye a r, a few investment managers earn

a b ove average returns. Mo re often than not, this is the

result of luck—being in the right spot at the right time.

Like clockwork, naïve investors flood the successful man-

ager with money. They invest after the superior perf o r-

mance—at the high point. Well, what goes up also comes

d own. Managers often lose money after a period of above

a verage performance. The naïve investor now suffers loss-

es. Disillusioned and fearful of losing even more money,

the naïve investor sells the remainder of the investment, at

a l ow, and the cycle starts ove r.

Disciplined investment strategies help investors main-

tain long-term focus and reduce temptations to make

s h o rt-sighted decisions. To avoid self-defeating behavior,

we believe investors should be protected by a written

Statement of In vestment Po l i c y. The document

describes, in great detail, your long-term asset allocation,

risk tolerance, investment style, objectives, core principles,

policies and return expectations. This document establish-

es a foundation for routine investment decisions and helps

you maintain long-term focus.

To maintain a disciplined strategy, investors need to

identify the specific percentages of their portfolio they

wish to allocate to different asset classes. Once inve s t e d ,

ongoing supervision of portfolio assets is critical. Di f f e re n t

i n vestments grow at different rates. Left unchecked,

i n vestor portfolios grow out of balance causing incre a s e d

p o rtfolio risk and reduced long-term perf o r m a n c e .

Periodic rebalancing alleviates this pro b l e m .

Systematically rebalancing your portfolio takes the

emotion out of buying and selling. A rebalancing strategy

maintains a constant level of risk—automatically buying

l ow and selling high. Studies also show that re b a l a n c i n g

may add 0.5 to 0.75% to annual performance over time. 

The graphs to the left illustrate the strategy if applied in

1987. The investor adopted a simple allocation strategy—

50% stock and 50% cash. Early in 1987, the stock mark e t

g rew quite fast. By June 30, the investor was 5% over con-

centrated in stocks. Rebalancing sold the excess stock and

reallocated it to cash. Later, the stock market crashed, caus-

ing investors to become over-concentrated in cash. T h i s

time, rebalancing sold excess cash and re - d e p l oyed it to

stocks. By year-end, the rebalanced portfolio was up 7.12%

versus 5.35% for the buy & hold strategy.4

Successful Long-Term Investing 
Requires a Disciplined Plan
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Case Study: How a Rebalancing St r a t e g y

Wo rked During 1987

Rebalancing Strategy Ou t p e rformed 

Buy & Hold Returns During 1987

Fi g u re 12

Fi g u re 13

100% S&P 500 (Stock) Portfolio – Buy & H o l d

100% T-Bills (Cash) Portfolio – Buy & H o l d

Equal Weight (50/50) Portfolio – Buy & H o l d

Equal Weight (50/50) Portfolio – Rebalancing Strategy

5 . 2 3 %

5 . 4 6 %

5 . 3 5 %

7 . 1 2 %4

June 30, 1987January 1, 1987 July 1, 1987

December 1, 1987

50% 
S&P 500
( S t o c k s )

50% 
T- B i l l s
( C a s h )

52% 
S&P 500
( S t o c k s )

48% 
T- B i l l s
( C a s h )

43% 
S&P 500
( S t o c k s )

57% 
T- B i l l s
( C a s h )

55% 
S&P 500
( S t o c k s )

45% 
T- B i l l s
( C a s h )

50% 
S&P 500
( S t o c k s )

50% 
T- B i l l s
( C a s h )

50% 
S&P 500
( S t o c k s )

50% 
T- B i l l s
( C a s h )

November 30, 1987 December 31, 1987

Sell Excess Cash and
Reinvest in Stock

Stock Market Crashes
(Cash 7% Overweight)

End of Ye a r
(Slightly out of Balance)

Stocks Grow Quickly
(Stocks 5% Overweight)

Beginning of Ye a r
( I n B a l a n c e )

Sell Excess Stock and
Reinvest in Cash

Source: Savant Analysis

4 The rebalancing advantage in 1987 was abnormally large. Ty p i c a l l y, the benefit would be smaller, and in some years, could even be negative. This year was used
because it illustrates the concept well.
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Successful investing is neither an art nor a science,

but rather a strict discipline. And, while there are

f ew certainties in the world of investing, we believe

that investors can significantly improve their chances of

success by developing and maintaining a disciplined

i n vestment strategy. Such a strategy should be based on

simple, time-tested strategies that make intuitive sense. 

To develop an effective strategy, we assist each client in

re v i ewing previous investments, evaluating current needs,

and defining current investment object i ves. These objec-

t i ves are then formalized in a written investment policy

statement. This investment policy statement should doc-

ument the importance of:

• Focusing on asset allocation

• Avoiding temptations to time the mark e t

• Recognizing the futility of security analysis and stock 

selection

• Adopting a broadly diversified investment policy

• In vesting globally to decrease risk and increase inve s t m e n t

o p p o rt u n i t i e s

• Utilizing Modern Po rtfolio T h e o ry (MPT) to maximize

long-term returns and control risk

• Understanding that risk decreases over time

• Avoiding sales charges, loads, and commissions

• Minimizing annual internal investment expenses—both

“o bv i o u s” and “hidden”

• Ignoring short-term market and economic eve n t s

• Utilizing a strict rebalancing strategy

We believe the most effective vehicles to implement the

written investment policy and related asset allocation are

l ow-cost, institutional, no-load investment vehicles. In d e x

funds are ideal given their ability to reduce cost, eliminate

needless risk, and minimize tax. 

Selecting investments, howe ve r, is not the end of the

p rocess but merely the beginning. The rapid pace of eve n t s

in the world today can dramatically impact both the per-

formance of an investment and the needs of the inve s t o r.

Ac c o rd i n g l y, constant portfolio monitoring, periodic eva l-

uation of your needs, and a disciplined rebalancing strate-

gy are essential to maintaining long-term success.

We believe that Building Better Po rt f o l i o s using the

Nobel Pr i ze winning Modern Po rtfolio T h e o ry allow s

i n vestors to more effectively maximize their assets,

enhance the quality of their lives, and re a l i ze personal and

financial goals. The evidence is compelling. 

Adding Value with a Common Sense
Approach to Investing
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Glossary of Te r m s

12(b)-1 Fees Fees assessed by some mutual funds that are used

by the fund to pay for marketing expenses and/or pay an annual

trail commission to a stockbroker or commissioned financial

s a l e s p e r s o n .

Asset Allocation The mix of stocks, bonds, cash equiva l e n t s

and other assets in which your capital is inve s t e d .

Asset Class The classification of a given investment. Ex a m p l e s

include U.S. large stocks, U.S. small stocks, international stocks,

bonds, cash equivalents and real estate.

Back-End Load A form of mutual fund commission paid to a

s t o c k b roker that is not charged up front, but is instead assessed in

the form of a high annual fee and an exit fee when the fund is sold.

Bond A debt instrument issued by a government or corporation.

A typical bond is issued for a stated number of years and pays a

f i xed rate of intere s t .

Buy & Hold Strategy A strategy where investments are pur-

chased and held for long periods of time. 

Cash Equivalent In vestments that generally do not fluctuate in

value but pay an interest rate that fluctuates. Examples include

T-bills, money markets, and bank savings accounts.

C o m m i s s i o n A transaction fee that is paid to a stockbroker or

commissioned financial salesperson for the purchase of a stock,

bond, mutual fund, or other financial inve s t m e n t .

D e f e r r e d - L o a d A form of a commission paid to a stockbro k e r

that is not charged up front but is instead assessed in the form of

a high annual fee and often an additional charge when the fund

is sold.

D i v e r s i f i c a t i o n In vesting in more than one type of asset at the

same time for the purpose of lowering risk. Di f f e rent types of

assets may include various stocks, bonds, cash equivalents and

real estate.

Effective Asset Allocation A method of designing a port f o l i o

with the “o p t i m a l” diversification among asset classes to maxi-

m i ze return for various levels of risk.

Efficient Frontier Curve An economic curve that graphically

re p resents all theoretically efficient investment portfolios rang-

ing from low to high risk. Each portfolio included on the curve

g i ves an investor the highest possible return for the risk level one

is willing to assume.

E q u i t y A security re p resenting a share of ownership in a corpo-

ration. Also known as a stock.

Expense Ratio Internal annual expenses charged by mutual

funds. Expense ratios include management fees, administrative

charges, 12(b)-1 fees, and other costs. Expenses are deducted

f rom fund assets.

F e e - O n l y An investment advisor who is not compensated by

commissions or product sales. Fee-only advisors are paid a pre -

determined fee by the client and are thus free to remain impar-

tial and objective .

F r o n t - L o a d Sales charges paid to stockbrokers or commissioned

salespeople for the purchase of a mutual fund. The charge is

deducted directly from the inve s t o r’s principal at the time of

p u rc h a s e .

Index Fund Mutual funds that are designed to simulate a par-

ticular asset class. An index fund does not engage in market tim-

ing or security selection. Instead, it buys all the stocks or bonds

re p resented by a target asset class such as large or small U.S.

stocks. Because the funds do not regularly buy and sell securities,

they do not charge sales loads, have ve ry low expenses, and are

ve ry tax efficient.

Institutional Asset Class Fund A mutual fund typically ava i l-

able only to ve ry large investors or through an investment advi-

s o r. These funds charge ve ry low annual fees and are ve ry exc l u-

s i ve in nature .

I n t e r m e d i a t e - Term Bond Bonds issued by a government or cor-

poration that mature in 3-10 ye a r s .

Internal Fund Expenses Expense ratios, transaction costs, and

other hidden internal mutual fund fees.



S&P 500™ A stock index that measures the return of ro u g h l y

the 500 largest corporations in America. The stocks in the S&P

500 re p resent approximately 78% of the value of the entire U.S.

stock mark e t .

Standard Deviation A statistical measure of risk that measure s

the magnitude of price volatility for a single investment or a

combined portfolio of inve s t m e n t s .

Statement of Investment Policy A written document that

describes an inve s t o r’s asset allocation strategy, risk tolerance,

return re q u i rements, investment goals, income needs, and other

unique needs.

Stock (Common Stock) A security re p resenting a share of ow n-

ership in a corporation. 

Stock Picking A method also known as “security selection” or

“a c t i ve management,” which attempts to identify underva l u e d

stocks that may provide above average future re t u r n s .

T-Bills Sh o rt-term debt instruments issued by the U.S. Tre a s u ry

that pays a stated interest rate and mature in one year or less.

Tax-Deferred Account A type of investment account such as an

IRA, re t i rement account, or annuity where the interest, divi-

dends and capital gains are not taxable until funds are with-

d r a w n .

Transaction Costs Commissions, loads, and other fees charged

d i rectly to investors as well as charges related to trading inside of

a mutual fund. These internal costs include “hidden” commis-

sions, bid-ask spreads, and market impact.

Treasury Bonds Bonds issued by the U.S. Tre a s u ry De p a rtment. 

Value Stocks Stocks that sell at low prices in relation to com-

pany assets, sales, and earning powe r. These are generally mature

companies that are currently out of favor in the media and

i n vestment community. They are often characterized by low P/E

ratios, high dividend payouts, low earnings growth, and low

m a rket/book values. Hi s t o r i c a l l y, they have earned superior

returns to “g row t h” stocks.

2 0

Management Fee Annual charge assessed by mutual fund man-

agers in order to oversee a fund’s investments and purchase and

sell securities.

Market Ti m i n g Switching out of, or into, stocks or bonds

a c c o rding to one’s prognostication of how the markets will do in

the short - t e r m .

M e a n - Variance Optimization A complex statistical technique

used by Modern Po rtfolio T h e o ry.

Modern Portfolio Theory (MPT) A Nobel Pr i ze winning inve s t-

ment technique used by most institutional investors to maximize

i n vestment returns and control risk.

Mutual Fund An investment vehicle that combines investor money

into a single pool to obtain more diversification, lower costs, and

g reater efficiency than a single investor could achieve alone.

Negative Correlation A statistical term used to describe two

i n vestments that, in the short-term, often react the opposite of

each other. Owning both investments allow an investor to

reduce the magnitude of short-term portfolio vo l a t i l i t y. T h i s

reduces risk.

No-load Fund Mutual funds that do not assess a commission or

sales charge for initially purchasing or later selling the fund. No -

loads are generally not available from stockbrokers or commis-

sioned financial salesmen.

P r i n c i p a l An inve s t o r’s original investment prior to paying

commissions, fees, or earning re t u r n s .

R e b a l a n c i n g The process of ensuring that your percentage mix

of stocks, bonds, and cash equivalents remains constant ove r

time. This reduces risk and ensures a long-term “buy-low”, “s e l l -

h i g h” strategy.

Retail Mutual Fund A fund that is available to the general pub-

lic with a low minimum inve s t m e n t .

Glossary of Te r m s

B H CO is an independent firm providing investment and

financial advisory services. Our clients include financially

established individuals, trust funds, re t i rement plans, non-

p rofit organizations, and fiduciaries. 

Our clients are not speculative, high-risk investors. All

a re concerned with pre s e rving capital, growing assets, and

a voiding the myriad of risks that abound in today’s inve s t-

ment environment. To meet these objectives, we help

clients use the same Nobel Pr i ze winning strategies tradi-

tionally re s e rved for the nation’s largest institutional

i n vestors. 

As a fee-only a d v i s o r, B H CO does not re c e i ve benefits

f rom brokerage services, commissions or finders fees.

W h e n e ver possible, we help clients eliminate commis-

sions. This independence allows us to remain impart i a l .

We secure specialized investment services from leading

institutional providers. 

Each client account is tailored to the individual client’s

needs, yet all clients share the goal of maximizing after-tax

return at a controlled level of risk. Global dive r s i f i c a t i o n ,

based on sound asset allocation principles, is one of the

most effective means tow a rd this end. T h e re f o re, we advo-

cate the maintenance of portfolios using a wide variety of

the world’s capital mark e t s .

Using sophisticated investment planning tools, we

assist clients in determining the mix of financial assets best

suited to their investment objectives, risk tolerance, and

financial goals. For individual investors, we consider

income tax status and we attempt to identify the most

a d vantageous apportionment of investment assets among

personal and tax-deferred re t i rement accounts. Our ser-

vices also help individuals minimize the confiscatory

effects of estate taxe s .

B H CO f o l l ows highly stru c t u red, systematic, and disci-

plined investment strategies designed to maximize we a l t h

in a conserva t i ve and well-thought-out manner. B H CO’s

i n vestment process intuitively makes sense because it is

based on investment theory that has stood the test of time

in both theory and practice. 

In addition to our fee-only stru c t u re, having a full staff

of Certified Public Accountants puts us in the enviable

position of being able to fully consider the tax ramifica-

tions of eve ry investment decision, be it stock option

analysis or sophisticated philanthropic planning. As a

result, estate and tax planning don’t become an after-

thought to the financial planning process; they become an

integral part of it.

Our planning oriented approach allows our clients to

m o re effectively maximize their assets, enhance the quali-

ty of their lives, and re a l i ze personal and financial goals. 

BHCO Capital Management, Inc.


